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Defects of Title 2 of the Federal Revenue 
Act of October 3, 1917* 


VIEWED FROM THE ACCOUNTING STANDPOINT 
By ArTHUR BENTLEY 


Title 2 forms part of the federal revenue act of October 3, 
1917, “An act to provide revenue to defray war expenses and 
for other purposes,” and is termed “war excess profits tax.” 

The writer views the scope of the subject and in particular the 
expression “viewed from the accounting standpoint” as being 
very broad. It is not his intention to confine his criticism merely 
to defects in connection with the preparation of tax returns and 
the interpretation of the act for this purpose, but also to those 
which indicate inequalities or discrimination in the application of 
the tax to the different classes of taxpayers subject thereto. 

The caption “war excess profits tax” would indicate that the 
purpose of the law under this title is to impose a tax on those 
profits in excess of the normal profits (as indicated and judged by 
the profits made in a pre-war period) made directly or indirectly 
through increased business arising out of the present abnormal 
conditions. Similar taxes levied in other countries appear to lend 
weight to this supposition. 


*A thesis submitted at the November, 1917, examinations of the American Institute 
of Accountants, 
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The act, however, entirely departs from this purpose inasmuch 
as it applies to every corporation, partnership or individual other 
than certain corporations, partnerships or individuals declared 
exempt. All trades and businesses come within the scope of the 
act, which is further construed to include professions and occupa- 
tions. Thus the source or nature of the business from which the 
income or profit is derived is not limited to those industries which 
have been directly or indirectly benefited by the furnishing of war 
supplies and munitions or commodities to replace those which 
cannot be supplied from the source usually obtaining owing to the 
effect of the war, but is universal. 


By this application a business not affected by the war, with 
profits of purely normal growth, is taxed in the same degree as 
those businesses whose income or profits have been swollen by 
reason of the war. The modern principle of graduated taxation, 
designed for the purpose of placing the proper burden on 
abnormal or excessive incomes is thus not equally applied. This 
discrimination is emphasized by the fact that the definitions of the 
terms used in the act bring within its scope salaried employees 
in receipt of remuneration in excess of $6,000 per annum. 


EARNED OR UNEARNED INCOMES 


A glaring instance of discrimination is seen in the operation 
of the law as between earned and unearned incomes. Recent taxa- 
tion in other countries has shown a tendency to tax unearned in- 
comes at a higher rate than earned incomes. Under the present 
title the tax is laid on the earnings of trades and businesses, which 
includes professions and occupations. It would therefore appear 
that a person having a large income derived from investments and 
possibly rentals is entirely free from the application of this tax. 
It does not appear equitable that a person engaged in a useful and 
necessary occupation of benefit to the country and his community 
should have a greater burden placed upon him than is placed upon 
one not as usefully employed. 


EXEMPTION OF OFFICERS AND EMPLOYEES UNDER THE UNITED 
STATES AND OTHERS 


A further discrimination is made by section 201—(a), which 
provides that the compensation or fees received by officers and em- 
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ployees under the United States or any state, territory or the 
District of Columbia or any subdivision thereof as such officers 
or employees shall be exempt from the operation of this act. 

It appears unreasonable that the class of citizens indicated 
should thus be benefited over all other citizens or residents. 

In his study of the act several matters have been noted by the 
writer which appear in his judgment as defects. 


Briefly stated the act levies, on that part of the income of the 
calendar or fiscal year which is in excess of the normal income 
and a statutory exemption, a graduated tax based on certain fixed 
percentages on the capital invested in the business. 

In order to ascertain what is considered the normal income, 
an average is obtained of the income for the years 1911, 1912 and 
1913, and the percentage which this income bears to the average 
invested capital for the same period is applied on the invested 
capital of the taxable year. The sum thus obtained, plus a statu- 
tory allowance of $3,000 for domestic corporations or $6,000 for 
a resident or citizen or a domestic partnership, is considered as the 
normal income. 


VALUE TO BE PLACED ON GOODWILL AND OTHER INTANGIBLE 
PROPERTY 


To arrive at the amount of average invested capital, the act 
defines the method which must be adopted. Under this method 
the amount allowed to be included as invested capital for goodwill, 
trade marks, trade brands, franchise of a corporation or partner- 
ship, or other intangible property, when paid for bona fide for and 
with interests or shares in a partnership or by shares in the 
capital stock of a company, is an amount not to exceed 20 per cent. 
of the total interest or shares in the partnership or of the total 
capital stock of the corporation. In passing we note that the act 
only refers in its provisions to goodwill and intangible property 
bought prior to March 3, 1917. 

While it is well known that some corporations have issued their 
capital stock in excessive amounts for goodwill, the hard and fast 
provision outlined above makes no allowance for a company which 
issues bona fide its capital stock on a fair and not excessive basis 
in the purchase of goodwill or other intangible property. 
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NoMINAL CAPITAL 


Section 209 provides that, in the case of a trade or business 
having no invested capital or not more than a nominal capital, the 
tax under this title shall be levied at the rate of 8 per cent. on the 
net income in excess of certain statutory deductions. 

The phrase “or not more than a nominal capital” is very vague. 
No information is given anywhere in the act which would act as a 
guide, and the matter is left so that corporations, partnerships and 
individuals may use their own interpretation of its meaning. This 
will frequently necessitate correction by government inspectors, 
revisions of assessments and the irritations and annoyances 
naturally caused thereby. The writer submits that nominal capital 
herein should be interpreted as being the capital in those businesses 
which do not earn their income by the turning over or lending of 
their capital. This class would include lawyers, accountants, 
architects, insurance brokers, commission merchants selling on 
commission solely, stock-brokers doing a purely commercial busi- 
ness and so forth. At present the matter is in doubt, and there 
have not yet been any treasury decisions or legal interpretations 
on the point. While it is true that professional practices and busi- 
nesses whose earnings are made up of commissions have capital 
(so called), which consist chiefly of book debts, office furniture 
and equipment, it is submitted that the invested capital in these 
cases has no relation to the income and is not of any use in its 
production. The law is not clear as to whether such capital is 
regarded as nominal or invested. 


INVESTED CAPITAL 


The lack of definition in the law in the case of nominal capital 
applies in a somewhat less degree to invested capital. While the 
law furnishes a general definition of invested capital, the writer 
fears that its application in practice will be difficult and practically 
impossible in many cases. It appears that the officers of the 
treasury department are already aware of this condition, which is 
evidenced by the request sent out by Commissioner Daniel C. 
Roper for suggestions as to the methods of computing the amount 
to be used as invested capital. 

It may well happen that there are corporations which will 
obtain a benefit to which they are not strictly entitled in con- 
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nection with their invested capital. A corporation might be 
formed, as happened within the knowledge of the writer, solely 
for the purpose of manufacturing a commodity essential to and 
largely used in the prosecution of the war. The capital was purely 
nominal, being merely sufficient to meet the organization expenses. 
Contracts were obtained for the manufacturing of the product at 
highly profitable rates, and the business was financed by means of 
loans secured on these contracts. It would appear that the com- 
pany would be entitled, under section 209, to be assessed on its 
profits at the rate of 8 per cent., thus escaping the heavier taxa- 
tion under the graduated rates for those corporations having in- 
vested capital of more than a nominal amount. 

Section 210 makes provision, in cases where the secretary of 
the treasury is unable satisfactorily to determine the invested 
capital, that the deduction representing the normal income shall be 
the same percentage of its income received in the taxable year as 
that of representative concerns engaged in a like or similar trade 
or business. 

Presumably the same condition will exist in the taxable year 
as in the pre-war years regarding the inability of the secretary of 
the treasury satisfactorily to determine the amount of the invested 
capital. As it is necessary, however, in the computation of the 
tax, to have knowledge of the amount of the invested capital on 
which to apply the various tax rates, it is not clear what the pro- 
cedure will be in these cases. It appears, therefore, that the act is 
defective in this regard. 


AVERAGE Pre-War INcOME oF 1911-1912 anv 1913 


For the purpose of ascertaining the average pre-war income, 
the act stipulates that the income returned and assessed in 1911- 
1912 and 1913, subject to certain minor changes, shall be used. 
It is suggested that for the purpose of a profits tax this stipulation 
may work a hardship as between taxpayers, inasmuch as in cer- 
tain cases the profits therein returned are in excess of the true 
profits in the following particulars : 

Corporations were not allowed to deduct the 
whole of the interest charges incurred in the con- 
duct of their businesses and the earning of their 
incomes. 
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An individual was not permitted to charge any 
losses incurred on transactions entered into for 
profit but not connected with his business or trade, 
though expected to account for all profits on like 
transactions. 

Donations and gifts were not allowed as a deduc- 
tion, though paid as a matter of business welfare. 

Bonuses or gifts to employees at Christmas and 
other times were not deductible though operating 
to create a more active interest and incentive on 
behalf of the employer in the employees. 

Depreciation and depletion allowances were not 
allowed in full in all cases. 


LIMITATION PLACED ON PERCENTAGE OF PRE-WAR INCOME 


Section 203 provides for the deduction from the income of the 
taxable year as representing the normal pre-war income an amount 
not less than 7 or more than 9 per cent. of the invested capital for 
the taxable year. The enforcement of these arbitrary limits on a 
taxpayer will undoubtedly in some cases work a great hardship. 
The income of many businesses for the pre-war period was con- 
siderably in excess of 9 per cent. yet this maximum rate only will 
be allowed and all income in excess of this allowance and the fixed 
exemptions of $3,000 or $6,000 will be subjected to the heavy 
rates of taxation herein. In England, where an excess profit tax 
is also operative, rates of profits of over 20 per cent. have in 
special cases been permitted. It is the opinion of the writer that 
9 per cent. is not a reasonable return in many businesses of a 
rising or fluctuating nature. 


Years 1911-1912 anp 1913 To BE USED For AVERAGING PRE-WaAR 
INCOME 


In ascertaining the normal pre-war income, the taxpayer is not 
permitted to select any one year or two years in lieu of the average 
of the three years. It may quite reasonably happen that the 
income of one or more of these pre-war years was considerably 
below the normal, or that the years in question were the com- 
mencing years of the business. For the taxable year 1917, the 
income of that year, calendar or fiscal, is used, no option being 
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allowed to average it with one or more of the immediately pre- 
ceding years. The principle of averaging the pre-war income is 
admitted, but not applied to the taxable year. By a combination 
of circumstances it may happen that the average pre-war income 
is subnormal by reason of averaging, while the taxable year’s 
income is abnormally high by reason of non-averaging. Other 
countries, for example England and New Zealand, recognize this 
defect and permit a choice in the selection or averaging of the 
pre-war years within certain limits. 


PAYMENT OF TAXES 


The taxes payable under this title are high and in many cases 
the amount of money involved is considerable. As an instance 
which is within the writer’s knowledge, a corporation with profits 
of $26,000,000 will have to pay an amount estimated at $15,000,- 
000. There are undoubtedly numerous cases where larger amounts 
are involved. 

No provision is made in the act for gradual payments of the 
tax. The principle of paying taxes in half-yearly instalments is 
recognized in city taxation and works well for city and taxpayer. 
The taxes under this title must be paid on June 15th of the year 
next following the close of the taxable (calendar) year. In the 
case of corporations having very large sums to pay by June 15th, 
the effect would be to embarrass or cramp their business. The 
profits from which the tax is payable may not be realized but be 
represented by book debts, or they may be locked up in inventories 
and other assets. Under the present law this may compel tax- 
payers to obtain loans wherewith to pay their taxes, or in the event 
of their not being able to negotiate a loan, to submit to heavy 
penalties. 


PARTNERSHIP INCOMES 


This title imposes a tax on the net income of partnerships. 
The tax is placed upon the income as of the partnership and not 
of the partners in their individual capacities. The income tax 
law recognizes the partners in their individual capacity, and the 
partnership income by section 7 (e) of the income tax act of 
September 8, 1916, as amended October 3, 1917, is liable to the 
income tax only in the partners’ individual capacities. Under the 
provision of the income tax law the partners are each entitled to 
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the statutory deductions. Under the excess profits tax the partner- 
ship income (domestic) is only allowed one deduction of $6,000. 
It is submitted that as a partnership is composed of individuals 
and their interests in the partnership are individual the same 
principal of taxation should be recognized under this title as under 
the income tax law. As showing the difference made by the two 
methods, the following figures are given of a partnership of four 
partners having a net income of $40,000 divisible in equal shares, 
with a nominal capital. 

Partnership basis—$40,000 income less $6,000 exemption, tax- 
able income $34,000 at 8 per cent. equals $2,720 or each partner 
$680. 

Individual basis—$40,000 income, individual share $10,000 less 
exemption $6,000. Taxable income $4,000 at 8 per cent. equals 
$320. 


RATEs OF TAX—20 PER CENT. CLAUSE 


The writer believes there is as much doubt as to the interpreta- 
tion of the first clause of section 201, governing the rates of tax, 
as to any other section. The wording was subject to honest inter- 
pretations in conflict with each other and proof of this is seen 
in the opposite view taken of the clause in the explanatory 
pamphlets issued by the Bankers Trust Company and many other 
institutions to that expressed in a pamphlet issued by the New 
York Trust Company. The clause reads: 


Twenty per centum of the amount of net income in excess of the 
deduction (determined as hereinafter provided) and not in excess of 
fifteen per centum of the invested capital for the taxable year. 


Mostly the opinion was heid that the amount of income taxable 
at 20 per cent. is an amount not exceeding 15 per cent. of the 
invested capital less the statutory deductions, while others con- 
sidered that in cases where there was sufficient net income in excess 
of the deduction to amount to 15 per cent. invested capital, the full 
15 per cent. of the invested capital should be used. 

Recently a treasury decision has been made to the effect that 
the deduction allowed from the net income can only be applied in 
computing the 20 per cent. rate in the scale of percentages. While 
this decision has cleared much of the doubt as to the correct inter- 
pretation, it leaves the writer with a feeling that some injustice is 
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occasioned. As a direct consequence and unless changed by legal 
interpretation this ruling limits the statutory deduction to an 
amount not exceeding 15 per cent. of the invested capital for the 
taxable year, irrespective of the amount of the normal income 
and deduction. An example illustrating this follows: 


PT I ok. osc cteccrcsecendksedeeiteaaee $30,000.00 
Be OE I TION i ik oo ob da vewidncexssecters 9% 
PR A GRUNT. o.oo 0.5 08 kn Kas ccnnstntadese 3,000.00 
Pere CE UE bob kviecccdccnescdsessisien 15,000.00 
Deductions would be 9% of $30,000 + 3,000 = 5,700.00 
15% of invested capital $30,000 = 4,500.00 
Income Tax 
taxed payable 
20% of 15% of invested capital = $4,500 $4,500.00 $....... 
Leas GROWERS 2.06. cccccccce ee ‘Gaezben’ ~~ aaremies 


25% of 20% — 15% of invested capital= 1,500.00 375.00 
35% of 25% — 20% of invested capital = 1,500.00 525.00 
45% of 33% — 25% of invested capital = 2,400.00 1,080.00 
60% of $15,000 — 33% invested capital = 5,100.00 3,060.00 





$15,000.00 $5,040.00 
The amount of tax payable in this case according to the views 
of the writer as to an equitable rendering of the title and ignoring 
the recent treasury decision relating to the deduction would be as 
follows: 
Income taxable 
Net income in 
excess of Tax 
deduction payable 
20% of amount of net income in excess of 
deduction = $15,000 — $5,700 = 
$9,300 not exceeding 15% of invested 
capital 15% of invested capital =..... $4,500.00 $900.00 
25% of 20% — 15% of invested capital = 1,500.00 375.00 
35 Yot 25% — 20% of invested capital = 1,500.00 525.00 
45% of 33% — 25% of invested capital 
ee re re 1,800.00 810.00 





$9,300.00 $2,610.00 
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The writer’s view of an equitable interpretation of this clause 
coincides with the views of those who hold that so long as 
there is sufficient net income in excess of the deduction 
to amount to 15 per cent. of the invested capital, the 
taxpayer is entitled to full 15 per cent. of the invested 
capital at the 20 per cent. rate. In the event of there not 
being sufficient income in excess of the deduction to amount to 
15 per cent. of the invested capital, under the 20 per cent. clause 
should be included the full amount of income taxable. The view 
seems reasonable, in a graduated scale of taxes, that each rate 
should receive its maximum amount at that rate before passing 
under a higher rate. 

Under the generally accepted understanding of this clause, it 
may frequently happen that there will be no income taxable under 
the 20 per cent. rate, while there is income taxable at the higher 
rates. In all cases where the nominal income and deduction ex- 
ceeds 15 per cent. of the invested capital, this condition will exist. 

Many questions of great interest from an accounting stand- 
point will arise in preparing returns under this title.. Some mat- 
ters which now appear as difficulties will be elucidated when the 
forms for preparing the returns are issued and further difficulties 
and defects may then be brought into view. Little information is 
obtainable from the officers of the treasury department who appear 
to be as little informed on matters in doubt as is the man in the 
street. 
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Accounting for the Liberty Loans 
THE SECOND LOAN 
By Harvey S. CuHase, C.P.A. 


The serious difficulties encountered by the twelve Federal Re- 
serve banks throughout the country and by the United States 
Treasury Department in handling the first Liberty loan convinced 
those in authority that a complete and thoroughly developed pro- 
cedure must be established for the second Liberty loan. 

For this reason the Federal Reserve Board and the Treasury 
officers called a conference of all the heads of departments in the 
Federal Reserve banks who were actually in charge of the Liberty 
loan transactions, together with the heads of certain divisions and 
sub-divisions in the United States Treasury, who were likewise 
directly connected with the handling of accounts of the Liberty 
loans, including United States certificates of indebtedness issued 
in connection therewith. 

Such a conference of working officers was held in Chicago on 
August 24th, 25th and 26th. Representatives of the Federal 
Reserve banks were given opportunity to set forth, in the presence 
of the Treasury officers, the particular difficulties which each of 
them had encountered and also to elaborate at length the plans, 
which had been prepared by each bank, to obviate similar diffi- 
culties in the handling of the second Liberty loan. It turned out 
that these statements and discussions were eminently practical for 
the reason that those who made them were the very men who had 
actually experienced the serious troubles in connection with the 
first loan and were determined to avoid such difficulties in the 
second loan if it were possible to do so. 

The discussions were held, under the chairmanship of Mr. 
Broderick, representing the Federal Reserve Board, by some 
thirty-two of the working representatives of the banks and of the 
Treasury, including from the latter Messrs. Allen, Broughton, 
Elliot, Hand, Huddleston and Wilmeth, the last being the chief 
clerk of the office of the Secretary of the Treasury. The other 
gentlemen represented divisions, such as “loans and currency,” 
“public moneys,” etc., etc. 
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In reporting to the officers of the Federal Reserve bank of 
Boston in connection with this conference the writer stated the 
following: “The objects of the conference were successfully at- 
tained. The representatives of the Federal Reserve banks were 
made familiar with the necessities of the Treasury Department 
under existing laws and regulations, while the Treasury repre- 
sentatives were made acquainted with the difficulties and obstacles 
which had been encountered by the banks in endeavoring to carry 
out Treasury requirements for the first loan. The mutual under- 
standings which were reached thereby were exceedingly advan- 
tageous. 

“In calling for expressions of opinion by the banks, con- 
cerning the various subjects for discussion, the chairman followed 
the order of numbers of the Federal Reserve districts, whereby 
Boston—District No. 1—was called first. This gave our repre- 
sentatives the advantage of setting forth fully, with strict atten- 
tion from the other banks, whatever views had been developed in 
relation to these subjects ; particularly in regard to the programme 
recommended by us for control accounts for the second Liberty 
loan together with exhibits which we had prepared, including 
specific forms both for accounting requirements and for statistical 
purposes. 

“On the way from Boston to Chicago these forms had been dis- 
cussed with the representatives of the New York and Philadelphia 
banks and had been found to cover, in the main, the conclusions 
at which both of those banks had previously arrived. Thus these 
three eastern banks were practically a unit in regard to these con- 
clusions. On arriving at Chicago we found that Cleveland was 
favorably inclined to the methods proposed by the eastern banks 
and that Richmond also supported them. On the other hand, 
Chicago and the western and southern banks, having to cover 
more extended territories, with greater difficulties of correspond- 
ence and transportation, were inclined to provide for more 
frequent accounting details based upon each day’s receipts rather 
than for a concentration of receipts only upon specific instalment 
dates as our plans provided. 

“After all the banks had been heard from, in much detail, 
covering Friday afternoon and evening and Saturday morning, it 
became evident that no single plan could be adopted advan- 
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tageously, but that each reserve bank should be left reasonably 
free to adopt the accounting procedure deemed by it most efficient 
for its territory. In the main, however, each bank would follow 
the general requirements which the Treasury should set forth as 
applicable to all banks. It was then suggested that each reserve 
bank should issue circulars for distribution to its subscribing 
banks, which should be based upon a pamphlet of instructions 
and explanations to be provided by the Treasury officers in the 
light of the Chicago discussions. 

“Each representative of the Treasury Department was given 
opportunity to explain fully to the representatives of the banks the 
requirements of law under which his department was compelled 
to act. In this way the essential reasons for the particular forms 
and procedure required by the Treasury were made clear; whereas 
these requirements had heretofore been incompletely understood 
by the Federal Reserve banks and had frequently been the subject 
of criticism during the progress of the first loan.” 

Questions in relation to handling “interim certificates” and 
“certificates of indebtedness” were also fully discussed and a 
friendly attitude of mind was brought about, which proved to be 
of exceeding value in the handling of the second Liberty loan. 
This attitude will doubtless continue for the third, fourth and 
whatever number of loans the future may bring forth. 


On September 24, 1917, the Federal Reserve bank of Boston 
sent out advance information concerning the second Liberty loan 
in which an important method concerning handling subscriptions 
was developed as follows: “We are preparing daily report blanks, 
a supply of which will be forwarded to you, together with 
addressed envelopes for mailing them to us. Information required 
on these daily reports will be: 


“(a) Total amount of subscriptions received this day; 
“(b) Total subscriptions previously reported ; 
“(c) Total subscriptions received to and including this day. 


“The first of these daily reports must be mailed to us at the 
close of business Wednesday, October 3rd, and should include all 
subscriptions received up to that time. Thereafter the reports 
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Federal Reserve Bank of Boston 


Fiscal Agent of the United States Treasury 


Debit accounts 


EB IIB oo. oo. 0.6. 0:04: 0:0: 46605 000 000640 b 0066 06s CCR SRE 
I I GP ER so. 6 00:00:00.6. 0.06000 6000050 80secescersseeeeen 


CIEE 6. ct bck echdmnddns Cesc eesenenensnssedeesceetecosennes 


ES EE ORE LEE ETE EP Re ee eT Ee 
Less: 

On hand, certificates of indebtedness, aaee $24,774,548.61 

Collected on account of interest, above.. 328,714.50 


$366,800,900.00 
328,714.50 





$367,120,614.50 
41,729,100.00 





$408,858,714.50 








$332,760,093.20 


25,103,263.11 





ERECT RT TR TEE PTT ETT R OTT TT OTTO T ET 
Due from depositaries “Liberty Loan account’’..........eeeeeeeees 


U. S. Treasury Certificates of Indebtedness redeemed: 
CE Poet de bk eSATA SWEESTERESCERE CC ECCROO CSOT ESOS 
teks hha cee dae ke Chie weed Reese cebes-0 hie 

Due from depositaries, account November 3oth issue.............. 

Cash on hand, account certificates of indebtedness, above.......... 


Bonds Rypothonnted as collateral for depositaries........cccscccvcs 
Coupon bonds authorized for delivery.............2.eseeeeeeeeecese 
eeletaced bonds i tn cocoa s bsceneneeeneeawe ee 
ee ee ERE OS Gs ccc ccccccccsccesececcescecs 


VU. S. Certificates of Indebtedness: 
ea a die Ke heel eeemae ees 
ti ce hare de tienda wh an 6 eUdd nbc a6 e wade 


aad ahd oi di biniceens SE SIS We Re ab Oe aa 
Ee eee ee 


I noo 666600606 46dndsmeneeeseons 
oe ee eH I Es oc bntdcccescccivcsccsceccnneees 


Part paid subscription receipts delivered.............ceeeesececeeees 


acne buenas eeswnesceeneeccesae 
— , eee aerate 


NE ET ey ee 
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Second Liberty Loan of 1917 


Statement of Condition at Close of Business December 31, 1917 


Credit accounts 
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must be made at the close of each day to and including October 
27th. No payment will be received by the Federal Reserve bank 
with these reports. 

“A subscription blank, summarizing all the subscriptions re- 
ceived by you and including your own subscription, will be 
required after the subscription books are closed. Blanks for this 
purpose will be forwarded to you in due course. 

“Complete detailed instruction regarding all phases of your 
relations with the Federal Reserve bank in the matter of Liberty 
loan subscriptions and payments will be made to you as soon as 
possible after the announcement of the terms of the loan is made 
by the Treasury Department.” 

Subsequently the Federal Reserve bank of Boston sent out to 
banks and individuals a pamphlet giving information regarding 
the second Liberty loan for the use “only of banks in the first 
federal reserve district.” In this pamphlet there was a schedule 
of dates on which transactions were expected to be made and there 
was set forth fully the relation between banks and subscribers ; the 
methods of payments were made clear, and the preliminary report- 
ing of subscriptions was emphasized. In regard to the methods 
of accounting the following statement was made: “The subject 
of recommending forms and methods of accounting for the use 
of member banks and others for the use of subscription trans- 
actions has received careful consideration, resulting in the con- 
clusion that it is impracticable to require any one plan solely, inas- 
much as the volume of transactions, clerical assistance available 
and other factors differ materially in different institutions. The 
Federal Reserve bank of Boston will be glad, however, to make, 
to those who desire them, recommendations suggested by its 
experience and to answer, as completely as possible, inquiries 
from banks throughout the New England district.” 

By the methods described above, and by other methods which 
would require too much space to set forth, the handling of the 
second Liberty loan was brought under control from the day it 
originated. In connection with the preparation of accounting 
forms and methods of bookkeeping there was carried on an ex- 
tensive development of an organization, in skeleton, covering all 
elements of the Liberty loan requirements. These elements, as in 
the first loan, were four in number: first, subscriptions; second, 
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allotments; third, payments; fourth, deliveries. Over all of 
these elements there was established a “control department” which 
had charge of the controlling accounts in a general ledger, which 
were built up from daily reports and records in each of the sub- 
sidiary divisions of the four main elements. By this means the 
controlling accounts in the second loan were begun at the first 
scratch of the pen on that loan and have continued in exact control 
throughout the progress of the transactions. 

In a report to the reserve bank dated October 1, under the title 
“Programme for handling the accounting of the second Liberty 
loan, etc.,” the writer said: 

“The elements to be considered in laying out this programme 
appear to be the following: 

“First. Subscriptions. Daily reports of subscriptions received 
and totals to date will be received by the Federal Reserve bank 
on and after October 4th from the banks throughout New Eng- 
land, forms for which have already been prepared and sent out to 
the banks. In addition to other methods for recording these sub- 
scriptions, the total of them should be taken up day by day in the 
Liberty loan journal and charged to an account entitled “Subscrip- 
tions’ on the second Liberty loan ledger; at the same time the 
same amount will be credited to an account called ‘Second Liberty 
loan’ in that ledger. The amount of subscriptions from day to day 
will appear as an asset—with balance on the left hand side. The 
amount of ‘Second Liberty loan’ will appear as a liability—with 
balance on the right hand side. 

“These two accounts—offsetting each other—will increase day 
by day until the close of the subscription period on October 27th. 
As soon as the total amount of the allotment is received from 
Washington a journal entry will be made crediting ‘subscriptions’ 
and charging ‘second liberty loan’ with the difference between the 
amount of total subscriptions in that account and the amount of 
the allotment from Washington. 

“Second. Allotment. Other journal entries will also be made 
at the same time, transferring the balance of ‘subscriptions’ account 
to a new account, ‘Allotments-collectible,’ which will take the 
place of ‘subscriptions’ as an asset thereafter. Similarly, the 
balance of ‘Second Liberty loan’ will be transferred to a new 
account, ‘Treasurer United States,’ which will represent the lia- 
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bility of the Federal Reserve bank to the Treasury for the amount 
of the total allotment of bonds to be sold and the money collected. 


“Third. Payments. When the payments begin to come in from 
the banks and individuals, the amounts daily, or otherwise, will be 
taken up on the journal and posted on the ledger to the credit of 
account called ‘Collections’ and to the debit of ‘Cash’ or ‘Cer- 
tificates of indebtedness’ or ‘Government deposits’ or ‘Member 
banks’ accounts respectively. These entries will be made in the 
journal from properly authorized and initialed tickets or proof 
sheets from the officers handling the cash, certificates, etc., daily. 


“The tickets will be examined and journalized by the Liberty 
loan ledger bookkeeper and afterwards turned over to the auditor, 
for final audit. 


“From time to time when convenient, or under instructions 
from Washington, amounts will be turned over to the Treasurer 
of the United States on the general books of the bank. At such 
time corresponding journal entries will be made by the Liberty 
loan ledger bookkeeper crediting ‘Cash,’ ‘Certificates’ and ‘Gov- 
ernment Deposits.’ etc., with the amounts transferred and charging 
‘Treasurer, U. S.,’ respectively. 


“At the same time a similar transfer will be made from collec- 
tions account (debited) to allotments-collectible (credited). 


“In this way the double-entry balances will at all times be pre- 
served, and trial balances in the form of reports may be taken off 
the ledger by the bookkeeper, typewritten and presented to the 
governor of the Federal Reserve bank each day at a definite hour. 


“Fourth, Deliveries. When the day comes for making the 
first deliveries of definitive bonds of the smaller amounts, $50.00, 
$100.00, $500.00 and $1,000.00, the L. L. L. bookkeeper will make 
corresponding entries from tickets of the delivery department, and 
similarly when the larger deliveries to banks are made later these 
will be taken up daily on the L. L. books. 


“Fifth. Custody. By tickets reporting receipts of bonds from 
Washington or from Boston sub-treasury daily, the bookkeeper 
L. L. L. will journalize these records, and similarly will enter the 
delivery of bonds to the delivery department. Temporary receipts 
will be recorded in the same way. 
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“Sixth. Certificates of indebtedness. It may or may not be 
deemed advisable to keep control over the various issues of cer- 
tificates of indebtedness in the L. L. ledger. If advisable, the 
bookkeeper will journalize from tickets in the same manner, post- 
ing to properly entitled accounts in the L. L. ledger and drawing 
off statements from reports to Washington daily—or whenever 
required.” 

The statement of condition which is exhibited herein shows 
clearly the nature of these control accounts. They are seen to be 
much the same as the control accounts exhibited in the previous 
article relating to the first Liberty loan, although in the latter case 
these “controls” could only be established by means of a detailed 
audit after the transactions were completed. Whereas the total 
amount of allotments in New England on the first loan amounted 
to $265,017,900.00, the total amount of allotments on the second 
loan has amounted $408,530,000.00. 

In addition to the bond business, as such, accounting controls 
were necessarily established also over the transactions relating to 
United States certificates of indebtedness, of which the sales to 
December 31st amounted to $152,965,000.00. Different classes of 
accounts required to control all the transactions are set forth upon 
the statement of condition in such form that they may be com- 
pared with the trial balance of the first loan exhibited by the 
writer in the January JouRNAL OF AccouNTANCy. The second 
loan, however, has not yet advanced to the nearly completed posi- 
tion attained by the first loan in the exhibit mentioned. 

The second loan was not completed until after January 15th, 
at which date the final payments were due, and it will be, probably, 
a fortnight or possibly a month after that date before complete 
conclusions can be drawn concerning “allotments-in-suspense” 
and “allotments-outstanding,” etc., as has been done in the 
previous article on the first loan. A similar condition exists in 
relation to discrepancies, if any, which may appear when the total 
amount of allotments recorded is compared with the amount 
actually settled for in full. In present circumstances, however, 
there will be much less liability for errors or discrepancies because 
of the fact that “interims” in the form used for the first loan, 
namely in 20 per cent., 40 per cent., 70 per cent. and 100 per cent. 
certificates in denominations of $50.00, $100.00, $500.00, 
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$1,000.00, $5,000.00, $10,000.00, etc., have not been used in the 
second loan, thereby immensely reducing both the intricacy and 
the magnitude of the aggregate transactions and likewise reducing 
the chances of loss or mistake. 

Due to the above described programme prepared by the repre- 
sentatives of the Federal Reserve bank of Boston and particularly 
to the excellent organization of young, efficient and enthusiastic 
men, the second loan in New England has been handled promptly, 
accurately and smoothly despite its greater magnitude. Whereas 
the fiscal day of June 28th on the first loan (20 per cent. payment 
period) was not closed until August 20th, the corresponding day 
on the second loan (November 15th) was completed in three 
days with a smaller staff. This fact speaks volumes for the 
efficient work of the bank on the second loan and also makes 
evident the admirable co-operating spirit of the banking institu- 
tions throughout New England. Credit for these conditions and 
results should be given primarily to the good judgment, courtesy 
and fairness of the governor of the Federal Reserve bank of 
Boston, Mr. Alfred L. Aiken, and to his efficient staff, particularly 
Messrs. C. C. Bullen and H. A. Saunders, assistant cashiers in 
charge of the Liberty loan department of the bank. 
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School District Accounting” 
By WALTER K. MITCHELL, C.P.A. 


In taking up for consideration the subject of school district 
accounting I think that our first inquiry should be: “What are the 
prohibitions of law regarding this subject and what are its require- 
ments?” Anything like a complete answer to this question would 
be impossible in the time allowed me, but while I shall pass by 
this part of the subject, I shall keep it in mind as I proceed, so 
that no suggestions contrary to the law of the state (California) 
will be made. 


Aside from the legal aspects of this subject, it covers a field 
so broad that I can do no more than touch upon one or two 
phases of it. 

I believe that we can obtain the most good from this discus- 
sion if we are limited to a consideration of two questions: 


First. What are the essential facts of a fiscal nature that 
should be produced by an accounting system for school districts ? 

Second. What documents, records and books are required, 
and how should they be used to produce the needed facts and 
information ? 

It occurs to me that generally boards of trustees should have 
means of knowing at all times by separate funds and grand totals 
for the districts 


The amount of the budget requirements ; 

Whether or not these requirements are being real- 
ized, and the extent of the realizations; 

The amount of the collectible funds of the district ; 

The amount of the available funds—that is, the 
amount of cash in the treasury in excess of the 
accrued unpaid liabilities ; 

The amount of the unappropriated revenue ; 

The amount of appropriations authorized, charges 
and encumbrances against these appropriations 
and the unexpended balances ; 





*A pages read at a meeting of the Association of School Secretaries and Business 
Agents of Southern California, December 20, 1917. 
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The amount of unfilled requisitions ; 
The amount of outstanding orders and contracts. 


The accounts that will furnish information of this character 
are called “funding accounts.” They act as administrative guides 
for the future, and serve public administrative offices of finance 
as a chart and compass serve a captain of a ship. 

In addition to the facts mentioned the trustees, I believe, 
should have means of knowing at all times in totals and by 
funds when necessary 


The amount of cash in the treasury; 

The amount of outstanding liabilities and their 
nature ; 

The amount of revenue analyzed by sources ; 

The amount of expenditures segregated into depart- 
ments and schools, which we shall call units, the 
unit cost divided into functions, and the function 
cost subdivided into objects; 

The accounts receivable and from whom; 

The amount of the tax levies and collections ;- 

The amount of the general or operating surplus; 

The value of the properties and equipment owned 
and an inventory of what is owned; 

The bonds issued and outstanding; 

The amount of the capital surplus. 


The accounts from which information of this latter nature 
may be obtained are called “proprietary accounts.” They show 
what the district owns and what it owes and how the assets 
were acquired and the liabilities incurred. The accounts of this 
group are divided into assets and liabilities and revenues and 
expenditures. 

Weare able to tell from the proprietary and funding accounts 


What the financial status of a district is at any given 
time ; 
How and why this condition exists; 
What the district intends to do in the future. 
In other words the accounts furnish fiscal facts of the past, 
the present and the future. 
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I believe that all will agree that in order intelligently to 
administer the affairs of a school district, those charged with 
the duty will need the information I have suggested. This is not 
by any means a complete statement of what is needed, but as 
a rule all boards will need at least knowledge of the matters 
mentioned. I have purposely omitted from the list statistics and 
depreciation, because a discussion of these matters would lead 
us too far afield. 


The documents needed for the scheme being proposed are 
Requisitions, 
Purchase orders 
Departmental service orders, 
Notice of award of contracts, 
Reports of goods received, 
Reports of departmental expenditures, 
Departmental invoices, 
Vouchers, 
Warrants, 
Journal vouchers. 

All these documents, except the journal voucher, should be 
prepared in manifold form, and the various sheets of each set 
should be printed on paper of different color so that each part 
may be readily recognized and easily kept separate. The number 
required of each will be shown later. 

The name of each document, with possibly three exceptions, 
suggests its purpose and how it should be ruled, so I will not go 
into those matters further than to explain briefly the departmental 
service order, the report of departmental expenditure and the 
departmental invoice. 

The service order is similar to a purchase order, but is 
issued to the shop or some other department of the district to 
perform some service for another department or for a school. 

The report of departmental expenditures is a form used to 
report to the auditor liabilities incurred other than those arising 
from purchase orders, such as telephone tolls, freight and express 
charges, traveling expenses and similar expenditures. 

The departmental invoice is used to charge one school or 
department and credit another, when the latter has furnished 
labor, material or equipment to the former. 
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On all documents except the report of goods received should 
be shown the funding, proprietary and fund accounts affected. 
The books and registers needed are 


A journal, 

A voucher register, 

Payroll forms which may be used as a detail register 
of payroll warrants 

A detail warrant register in loose leaf for warrants 
other than those drawn for payrolls, 

A summary register of warrants drawn, 

Blanks on which may be registered and totaled the 
requisitions and orders drawn and canceled, 
charges to appropriations, etc. 

A control ledger of ordinary double-entry ruling, 

A subsidiary ledger of ordinary ruling, 

A specially ruled appropriation ledger, 

specially ruled expenditure ledger, 

specially ruled property record, 

specially ruled departmental invoice register. 


> PP 


The journal should be of the ordinary double-entry form. 

The voucher register should be ruled with columns for date, 
number, amount payable from general or revenue funds, amount 
payable from capital or bond funds, columns for the distribution 
of the general fund expenditure into expenses, property and 
equipment, stores, shop and an extra blank column for sundries ; 
columns for the distribution of the capital expenditures into 
property and equipment, construction in progress and an extra 
blank column for sundries. 

The combined payroll and payroll warrant register should be 
in the usual form with an extra column in which may be entered 
the county auditor’s warrant numbers. 

The other detail warrant register should be ruled with columns 
for date, district number, county auditor’s number, name of 
payee, purpose of expenditure, amount of warrant, name of fund 
against which it is drawn and a blank space at the right for 
notations and remarks. This form should be used for all 
warrants except those drawn for payroll items. 

The summary warrant register should be ruled with columns 
for date, warrant numbers, money columns for each fund, and, 
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to the right of these, columns to show the purpose or distribution 
of the expenditure in accordance with the classification required 
by the superintendent of public instruction. 

In entering the warrants in this register, whenever possible 
they should be totaled and the totals only entered, instead of 
entering each warrant separately. For example, the teacher’s 
payroll, let us say, amounts to $1,500, and these salaries are paid 
by warrants numbered one to fifteen inclusive. The entry of 
these warrants in the summary register should be by placing in 
the number column “one to fifteen” and in the salary fund column 
the $1,500 in one amount, if they are all drawn against that fund, 
and in the column for teachers’ salaries the same amount. 

Warrants drawn for the purchase of supplies and for 
expenses, etc., should be entered in the same way. 


The control ledger should be of ordinary double-entry ruling, 
and should be divided into four parts—one for the general fund- 
ing accounts, one for the capital funding accounts, one for the 
general proprietary accounts and one for the capital proprietary 
accounts. The accounts relating to the ordinary revenue and 
expenditures of the district are called general accounts. Those 
relating to bond funds and fixed property and equipment are 
termed capital accounts. It is better to keep the general and 
capital accounts in separate sections of the ledger, and also to 
separate the funding accounts from those of the proprietary 
group. 

The subsidiary ledger should be of the same form. It should 
be divided into four sections—one for the purpose of analyzing 
by funds the general funding accounts, one section in which may 
be analyzed by sources the revenues, one section in which may be 
kept the accounts receivable in detail and one section in which 
may be kept the several fund accounts. 

The appropriation ledger should be ruled with columns for 
date, description and number of documents, amount of direct 
charges, columns for the requisition and order encumbrances and 
columns for the credits arising from the cancelation of these 
encumbrances. Space should be provided in the upper right 
corner of each sheet for the amount appropriated. 

The expenditure ledger should be ruled with columns for date, 
document number, total amount, and then as many other columns 
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as may be needed to analyze the expenditures by functions and 
objects. The name of the function should be printed across the 
top of the columns showing the objects of the expenditures for 
that function. The bureau of education of the department of the 
interior subdivides the cost of the function of instruction into 


Salaries of supervisors of grades and subject, 
Other expenses of supervisors, 

Salaries of principals and their clerks, 

Other expenses of principals, 

Salaries of teachers, 

Text books, 

Stationery and supplies used in instruction, 
Other expenses of instruction. 


But if desired the cost of this function may be divided so as to 
show much more detail by using a larger number of columns. 

One sheet of the expenditure ledger should be used for each 
department or school. 

The property record should be ruled so that there may be 
shown a comprehensive description of the property and equip- 
ment owned, the date of the entry in the account, the source of 
entry, the date of purchase, the original cost, the appraised value, 
estimated life and any other information that may be needed. 

The register of departmental invoices should be provided with 
columns for date, document number, columns for debits to 
expenses, property, store, shop, an extra column for sundries and 
columns for credits to these accounts together with a blank 
column for sundry credits, 

In addition to the records and documents mentioned there 
should be a budget showing the estimated income and expendi- 
tures for the year and the expenditures in considerable detail for 
the past two or three years, so that intelligent appropriations may 
be authorized for the current year. The information regarding 
the expenditures may be obtained from the expenditure ledger. 

Down to this point we have touched upon the information 
needed for intelligent administrative control, and briefly described 
the documents and records required for the recording of trans- 
actions from which may be gathered the necessary information. 
We shall now show how the documents and records should be used, 
and in doing so briefly outline a system of office routine. 
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Let us assume that the district has a purchasing agent and 
an auditor, although the officers or clerks performing the func- 
tions of these two offices may have other titles. 

I believe that the scheme being proposed is entirely too large 
for most of the school districts of the county, but it will be easier 
to eliminate something not needed than it will be to add some- 
thing not suggested. 

The budget should be prepared by the auditor and, after it 
has been approved by the board of trustees and the county officers, 
it should be returned to the auditor, who should make an entry 
in the journal charging the total amount of the estimated revenue 
from all sources to estimated revenue requirements accounts and 
crediting the same amount to the estimated revenue unappro- 
priated account. The appropriations authorized by the board of 
trustees will be shown by the budget and they should be charged 
to the account estimated revenue unappropriated and credited to 
appropriations account. The amount of the estimated revenue 
should also be posted in the subsidiary ledger so that the amount 
expected to be received for each fund will be shown separately. 
The same figures should then be posted in the same ledger so 
that the ledger will show the estimated revenue unappropriated 
for each fund. The amount of the appropriations authorized 
should be charged against these latter accounts and appropria- 
tions themselves properly entered in the appropriation ledger. 
It will probably be desirable to have the appropriations for each 
school divided into salaries, supplies and expenses and property 
and equipment. If any of these items are payable from more than 
one fund, separate appropriation accounts should be opened for 
each fund. 

When the taxes are levied by the county authorities, the 
auditor should charge in his control ledger through the journal 
taxes receivable account and credit revenue account. At the 
same time a funding entry should be prepared charging collectible 
funds and crediting estimated revenue requirements. In the sub- 
sidiary ledger there should be opened accounts for each fund to 
show its part of the charge to collectible funds, and the credits 
should be posted as a reduction of the estimated revenue require- 
ment accounts. The credit to revenue account should be posted 
to the proper analytical account in the revenue section of the 
subsidiary ledger. 
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When these taxes are collected and apportioned, the auditor 
should charge through his journal the account treasurer general 
funds and credit taxes receivable account. The funding entries 
for this transaction should be a debit to available funds account 
and a credit to collectible funds account; and these amounts 
should be properly posted in the subsidiary ledger by funds. 
Accounts should be opened by funds for the available funds, and 
the collectible accounts previously set up will be reduced by the 
amount of the credit. 


When apportionments are made by the county authorities of 
grants from the state and county, the auditor should charge treas- 
urer general funds and credit revenue account and charge avail- 
able funds and credit estimated revenue requirements account. 
The credit to revenue account should be analyzed in the subsidiary 
ledger and the charge and credit to available funds and estimated 
revenue requirements should be posted by funds to the proper 
accounts in the same ledger. 


The foregoing entries give an idea how revenues and receipts 
should be accounted. 

When supplies are needed a requisition should be prepared 
in quadruplicate by the department needing them. The last copy 
of the requisition should be retained in that department or school 
as an office record and the other sheets sent to the purchasing 
agent, who should make an estimate of the cost of the supplies 
or material desired, enter the estimate on the original and two 
copies of the requisition, retain the second copy in his office and 
send the original and the first copy to the auditor. Upon the 
receipt of the requisition by the auditor he should turn to the 
appropriation account chargeable with the purchase, and if there 
is a balance in the account large enough to warrant the expen- 
diture he should encumber the account with the amount of the 
requisition and certify on the face of the requisition the balance 
remaining in the appropriation account after the amount of the 
requisition has been deducted. The auditor should retain the 
copy as his record and send the original to the board of trustees 
for approval. After the trustees have approved the document 
it will be returned to the purchasing agent, who should issue a 
purchase order for the supplies shown on the requisition, making 
an original and five copies of the purchase order. The original 
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order, of course, should be sent to the vendor. One copy should 
be sent to the department making the requisition to notify it that 
the goods have been ordered, and two copies should be retained 
in the office of the purchasing agent, one to be filed in a chrono- 
logical file of orders drawn and the other to be filed alphabetically 
by name. The other two copies should be sent to the auditor 
with the copy of the requisition first retained. Upon the receipt 
of these documents the auditor should cancel the encumbrance 
against the appropriation account set up from the requisition 
and then encumber the appropriation account with the amount 
of the purchase order. The requisition and one copy of the pur- 
chase order should be filed numerically by the auditor, and the 
other copy of the purchase order should be sent to the voucher 
department to await the arrival of the invoice and the report of 
the goods received. 


Vendors should be instructed to deliver the goods purchased 
at the warehouse or schools, but always to send the invoices to 
the auditor and to send them in triplicate. When purchases are 
received by any of the schools or departments, a report of goods 
received should be made out in duplicate. The copy should be 
retained as an office record and the original sent to the auditor 
for the use of the voucher department. The report will be com- 
pared by that department with the purchase order and the invoice, 
and if they are correct a voucher will be prepared in favor of the 
vendor, to which should be attached the invoices, the purchase 
order and the report of goods received. The voucher should be 
made up in duplicate—the original should later be filed with the 
copy of the warrant and the duplicate should be used by the 
bookkeeper in the auditor’s office for entry in the appropriation 
and the expenditure ledgers and in the register of audited 
vouchers. After these entries are made they should be filed numer- 
ically. At the time the entry is made in the appropriation ledger 
as a direct charge against the appropriation, the encumbrance in 
the account set up from the purchase order should be canceled. 
After the voucher has been registered and posted it should be 
returned to the voucher department. The second copy of the 
invoice should then be sent to the department ordering the goods. 


Once or twice a month warrants should be drawn for all 
vouchers on hand, and if there are two or more vouchers for one 
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firm they should all be paid by the same warrant. Two copies 
should be made of the warrant and, after it has been approved, 
numbered, registered and posted to the proper fund account, the 
original together with the original invoices should be sent to the 
superintendent of schools. One copy should be filed alphabeti- 
cally, and the other copy, to which should be attached the 
vouchers, copies of the invoices and other documents, should be 
filed numerically. 


When a school desires work to be done by the shop or wants 
supplies from the store, substantially the same procedure should 
be followed, except that the purchasing agent should issue an 
order on the shop or store instead of issuing one to an outside 
company or individual. After the work has been performed or 
supplies have been delivered the shop or store should prepare 
a departmental invoice against the school, and after it has been 
properly approved the auditor should charge the school and credit 
the shop or store. 


When the board of trustees enters into contracts, the auditor 
should be notified of the fact on the form prepared for that 
purpose. There should be an original and two copies made of 
this notice. One should be retained in the office of the board 
and the other two sent to the auditor—one for the use of the 
bookkeeping department and the other for the use of the voucher 
department. Upon receipt of this notice the auditor should 
encumber the proper appropriation account with the amount of 
the contract. At regular intervals as the work is performed 
under the contract and vouchers prepared for part payment, the 
auditor should reduce the appropriation encumbrance by the 
proper amount and make a direct charge against the appropria- 
tion account. 


At the close of the month the various registers should be 
totaled and the totals journalized and posted to the control ledger. 
The details not previously posted to the subsidiary ledgers should 
be posted at this time. 


The requisitions drawn should be charged to appropriation 
encumbrances and credited to reserve for requisitions drawn. 


Those canceled should be charged to the reserve account and 
credited to the encumbrance account. 
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The purchase orders drawn and contracts awarded should be 
charged to appropriation encumbrances and credited to reserve 
for outside orders, making separate entries for each. A reverse 
entry should be made for the cancelations and reductions. 

The departmental service orders issued should be charged to 
appropriation encumbrances and credited to reserve for inside 
orders, and when they are canceled these entries should be 
reversed. 

The totals from the voucher register should be charged to 
expenses, fixed property and equipment, shop and store accounts 
and credited to vouchers payable account. Inasmuch as the fixed 
property and equipment account is in the capital section of the 
ledger, it will be necessary to make two collateral entries to 
balance the two sections. The amount of fixed property and 
equipment should be credited, in the capital account section, to 
the account contributions from general account and the same 
amount should be charged, in the general account section, to con- 
tributions to capital account. At the time when these proprietary 
entries are made, funding entries should be made reducing 
appropriations and available funds accounts by the total amount 
of the vouchers drawn by debiting the former and crediting the 
latter. 

The total amount of the payroll should be charged to expenses 
and credited to vouchers payable, and also charged to appropria- 
tions and credited to available funds, 

The totals of the summary register of warrants drawn should 
be charged to vouchers payable account and credited to treasurer 
general funds. No funding entries should be made from this 
register because the amount of the available funds was reduced 
at the time the vouchers and payrolls were accounted. The fund- 
ing accounts are generally one step in advance of the accounts 
of the proprietary group. 

The totals from the register of departmental invoices should 
be charged and credited to the accounts affected during the month, 
and proper debits and credits should be made to the corresponding 
appropriation accounts. If labor or material has been purchased 
from one fund and used for the benefit of another, transfers of 
funds should be made to correct the transaction. 
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We have now outlined briefly the most important entries it 
will be necessary to make in the accounts of the general account 
section. The accounts of the capital group are operated on the 
same principles, so no illustrations of the entries in that section 
will be given. 

After all entries have been posted to the control ledger and 
the details in the subsidiary ledger we shall be able to ascertain 
the various facts heretofore mentioned—in totals for the district 
from the control ledger and by funds and other details from the 
subsidiary ledger. 


To obtain the most good from this system the auditor should 
make it a rule never to account any expenditure for which there 
is no appropriation, and he should in no case allow an appropria- 
tion account to be overdrawn. The revenues, as stated before, 
should be analyzed by sources and also by funds, so that he may 
determine whether or not the estimated revenues are actually 
accruing. If for any reason they fall short of the estimate, 
proper reductions should be made in the estimated revenue unap- 
propriated account or in the appropriation accounts. These 
things are highly necessary on account of article’11, section 18 
of the California constitution, which provides that counties, school 
districts and some other subdivisions of the state must not incur 
liabilities, except by bond issues, in any one year in excess of 
the revenue provided for that year. Properly to observe the pro- 
visions of this section of the constitution, it will also be necessary 
to keep the funds of the various years separately until all claims 
of each year are paid or barred by the statutes of limitations. 
While this has not been done in the past, it has recently been 
called to the attention of the county authorities, and I presume 
that they will begin to make the separation on the first of the 
next fiscal year. 


It is impossible to cover this subject completely in a half 
hour. There are many things of importance that have been 
omitted from this paper. On the other hand, because the subject 
is a technical one, it would not be wise to go too far into details 
without the aid of something tangible to work with, so that con- 
crete illustrations of the various points could be presented. You 
will observe that I have made numerous statements as facts with- 
out offering any evidence or arguments in support of them. This 
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is done to save time and to prevent confusion. Municipal account- 
ing is more complicated than that employed in the business world. 
This is because of the extra group of funding accounts needed by 
governmental bodies. 

With regard to finances, the function of administrative officers 
of the state and its subdivisions is exactly opposite to the primary 
function of managers of private enterprises. It is the object of 
the latter to earn revenue, while it is the duty of public officers 
to expend public funds under restrictions of law, without thought 
of financial profit. 

On account of these restrictions it is necessary to have 
accounts that deal with the future and, among other things, show 
the limitations of expenditure at the beginning of the fiscal year, 
which are reduced as liabilities are incurred, thereby making it 
possible to know at all times the amount remaining for the use of 
the rest of the year. Hence the value of the extra group of 
accounts called funding accounts. 
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Should Accounts Reflect the Changing Value of 
the Dollar? 


By Livincston MIDDLEDITCH, JR. 


Practical accounting offers no exception to the firmly estab- 
lished principle that complications and maladjustments are sure 
to result from the use of an uncertain or variable unit of measure. 
In view of conditions in recent years the fixity of the unit with 
which accountants deal most may well be questioned. Is the dollar 
a definite and invariable unit of measure? 

We need not seek far for an answer. The statistician with 
charts and tables and the economist with his theories cannot tell 
us half so well as the average man of limited means and a rela- 
tively fixed salary. His knowledge that the dollar is at present 
rapidly shrinking is based on first-hand contact and cannot safely 
be disputed. The economist and statistician merely confirm in 
more precise terms what the average man has_already realized in 
a rough and practical way. 

The dollar is standardized by act of congress as equivalent to 
23.22 grains of fine gold, but it is not standardized in regard to its 
use as a medium of exchange—the primary purpose which it 
serves. It has not a standard and unvarying purchasing power. If 
our dealings were solely to exchange gold for dollars and dollars 
for gold—if money were an end rather than a means—the dollar 
would be perfectly stable. The true value of the dollar is meas- 
ured not by what it is, but by what it will get. “Money is what 
money does.” If one year prices are at a certain level the pur- 
chasing power of the dollar is thereby determined. Ifa few years 
later prices have increased, the value of the dollar has declined. 

To be more concrete: if you had bought a 20-year, 5% bond 
at par in 1897, it would have just matured and returned a purchas- 
ing power less than the purchasing power you parted with by an 
amount greater than all the interest you would have received, so 
that you would have actually and practically lost by the whole 
transaction. Each dollar invested in 1897 was worth more than 
the 1917 dollar and twenty years’ interest at 5%. Today’s dollar 
is, then, a totally different unit from the dollar of 1897. As the 
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general price level fluctuates, the dollar is bound to become a unit 
of different magnitude. To mix these units is like mixing inches 
and centimeters or measuring a field with a rubber tape-line. 

Would it not be more reasonable in accounts to treat of the 
various dollars as distinct units of measure rather than to combine 
them without distinction? The answer of the accountant depends 
on the practical effect the exact treatment of the fluctuating dollar 
would have on the the conduct of his client’s business and whether 
the greater precision would be worth the greater effort. Under 
conditions such as those of the present, the cumulatively changing 
dollar may attain to such importance over a few years’ time as to 
make it worth consideration. Altogether to disregard the chang- 
ing dollar in accounts does not permit the true condition of affairs 
to be set forth. When the inaccuracy attains to a considerable 
magnitude it is surely worthy of correction. 

Suppose that it is decided to treat the dollar as a varying unit. 
We have then two problems to consider. The first is: How shall 
we evaluate the dollar at one time in terms of that at another time? 
The second: How should adjustment be made in the accounts to 
reflect the changing value of the dollar? 

The purchasing power of the dollar at different times has been 
the subject of considerable study by economists and statisticians 
and results have been very carefully worked out They have 
computed index numbers of prices which are trustworthy measures 
of the purchasing power of the dollar at various times. These 
numbers are measures in the inverse sense, however, for the higher 
prices go and the higher the price-index, the lower the purchasing 
power of money. 

The problem of obtaining an index of the general level of 
prices, as has been aptly pointed out,* is analogous to tracing the 
movement of a swarm of bees. The relative movements of the 
individual bees in the swarm are very irregular; nevertheless the 
movement of the swarm as a whole is well defined. So it is with 
prices: although the prices of individual commodities may fluctuate 
without any apparent relation to each other, there is a very definite 
general level of prices. The index number serves to indicate this 
general level and variations in the price level are accompanied by 
corresponding changes in the index. 


*Irving Fisher, The Purchasing Power of Money, Macmillan, 1911, p. 194. 
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The several index numbers that have been obtained have been 
computed by taking wholesale prices of various representative 
commodities, weighting them according to their relative importance 
and striking some sort of a statistical average. Each step in com- 
puting an index number is subject to considerable variation of 
method and it is gratifying to notice that the results obtained by 
different methods are in substantial agreement. 

Of the index numbers regularly published for the United 
States, Bradstreet’s seems to make much the best showing as a 
“business barometer.”* It is not an index number in the strict 
meaning of the word but rather a composite price. It agrees sur- 
prisingly, however, with the elaborately computed index number 
of the United States bureau of labor statistics and it has the 
advantage that it is not computed to a base year, so comparisons 
may safely be made directly between any two years rather than 
indirectly by comparison of each of the years and the base period. 
This index appears monthly and an average of the monthly values 
appears each year. These yearly averages of the monthly values 
are given in the table following :f 


1892... .7.7769 1901... .7.5746 1910... .8.9881 
1893... .7.5324 1902... .7.8759 1911... .8.7132 
1894... .6.6846 1903... .7.9364 1912... .9.1867 
1895... .6.4346 1904... .7.9187 1913... .9.2076 
1896... .5.9124 1905... .8.0987 1914... .8.9034 
1897... .6.1159 1906. . . .8.4176 1915... .9.8530 
1898... .6.5713 1907... .8.9045 1916. ..11.8251 
1899... .7.2100 1908. . . .8.0094 1917... 15.6565 
1900... .7.8839 1909... .8.5153 





The changes of the price index in the United States for the 
past twenty-five years is shown graphically in the figure. The 
declining dollar of recent years is clearly evident. 

We now have the working basis for a satisfactory quantitative 
comparison between the dollar at different times. There remains 
to be considered how this varying unit might be handled in the 
books of account. 

The central problem is to make such adjustments as will ex- 
press all the open accounts in terms of the same monetary unit 





*U. S. Bureau of Labor Statistics, Index Numbers of Wholesale Prices in the United 
States and Foreign Countries, Bulletin 173, p. 11, Government Printing Office, 1915. 


tBradstreets, Dec. 15, 1917, p. 802. 
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and yet not impair the usefulness of any of the information 
already contained in the accounts. In order to minimize the work 
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of adjustment and to give results of greatest use in the conduct of 
a business, all accounts should be stated in terms of the current 
dollar. 

Adjustments would be made at balance-sheet dates with a view 
to expressing all the items of the balance-sheet in terms of the 
same unit and to apportioning whatever advantage or burden there 
might be to the period in which it belongs. Individual yearly varia- 
tions may be relatively unimportant, but the cumulative effect may 
be great. To be specific, let us consider the adjustment of some 
balance-sheet items and note also the influence this would have on 
operating profit and loss accounts. We will consider assets, liabili- 
ties and capital in the order named. 


Accounts receivable, bills receivable and inventories will be 
supposed to work themselves out frequently enough to reflect the 
new price levels without additional adjustment. They can be con- 
sidered as expressed at any time in terms of the current dollar 
and instances would probably be rare in which circumstances 
would call for a different treatment of these items. With these 
items would be grouped cash, temporary investment securities and 
any others that go to make up the current assets of the business. 
Strictly current assets, which will be converted into cash in reason- 
able time, will need no adjustment for balance purposes, as they 
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are already measured in terms of the dollar at the balance-sheet 
date. The customary allowance should, of course, be made for 
bad debts, depreciation, obsolescence, etc. 

Adjustment should be made in the profit and loss statement 
properly to restate current accounts on the books at the beginning 
of the fiscal period in terms of the dollar at the end. This adjust- 
ment will be in one direction if the general level of prices is rising, 
and opposite if the level is falling. In the case of a rising price 
index the dollar is depreciating and current assets (representing 
money rather than goods) would decline in true value and be 
therefore an element of expense to the business. This is, of course, 
not an expense due to operations. Adjustment could be made by 
debit to some such account title as “monetary fluctuation” and 
credit to a corresponding reserve or directly into the net worth 
accounts. In case of a falling price index money would be becom- 
ing more valuable in relation to goods, and accounts directly or 
indirectly representing cash would be appreciating. There would, 
as already stated, be no balance-sheet adjustment since that is car- 
ried out automatically by the change in the dollar, but there would 
be made a credit to monetary fluctuations with the corresponding 
debit made to the corresponding reserve or as a deduction from net 
worth. 

Fixed assets, such as land and building, machinery and equip- 
ment, long time investment securities, etc., do not circulate rapidly 
enough to keep pace with the change in money value and should 
therefore be adjusted for balance-sheet purposes to statement in 
terms of the current dollar. In a time of rising prices the numerical 
value must be increased and in a time of falling prices it must be 
decreased if the true value of these items is to be expressed by the 
figures. With a rising index a debit would be made to an account 
such as “monetary fluctuation of fixed assets ” or a subdivision of 
the account and the credit to a reserve or directly to net worth. 
For example, a building erected 15 years ago should appear on the 
balance-sheet at cost less adequate depreciation plus an adjust- 
ment due to non-equivalence of the dollar at the two times. With 
a falling index the adjustment would be a deduction, a credit to 
monetary fluctuation of fixed assets or its sub-accounts, and the 
debit would be to net worth or the reserve. Of course, neither of 
these adjustments would show any effect on surplus earnings 
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available for dividends. Nor should they apply in full to fixed 
assets acquired during the fiscal period, but only to those carried 
over from the one before. The partial adjustment of items ac- 
quired during the period might in certain extreme cases be advisa- 
ble, but good judgment would be necessary in doing it. 

Deferred charges would not be affected, except those charges 
already deferred for longer than one fiscal period. These would be 
rather infrequent, and, in general, deferred charges could be con- 
sidered as somewhat similar to current assets. 

Accounts, notes and dividends payable, accruals and other 
current liabilities would be handled in a fashion very similar to 
current assets, except that they would be opposite in effect. With 
rising prices debit reserve for monetary fluctuation or debit directly 
net worth, credit monetary fluctuation, an income not due to busi- 
ness operations. With falling prices, debit monetary fluctuation 
(an expense unrelated to operations) and credit the reserve or net 
worth. 

Fixed liabilities would be handled in an analogous way, but 
opposite in effect, to fixed assets. 

Proprietorship or net worth accounts would obviously reflect 
the changes in all the other classes of accounts. If a business has 
assets consisting chiefly of money items it will naturally suffer 
from a rising price index unless there is some special force to offset 
the general influence. If its assets consist chiefly of goods it will 
be benefited by a rising price index, unless by some special reason 
the price changes of its goods are exceptions to the general ten- 
dency. A falling price index will of course act in the opposite 
direction, and liabilities to be ultimately paid with money will be 
affected oppositely to assets. The entries indicated in the previous 
four or five paragraphs will serve to keep proprietorship or net 
worth accounts stated in terms of the current dollar and to show 
in them the net effect of the fluctuating unit. 

We have, then, in the index number a means of comparing the 
value of the dollar at one time with its value at another time, and 
by the addition of a few adjusting accounts a means of incorporat- 
ing these values in the books without detracting from the informa- 
tion they already contain. This would enable the true state of 
affairs to be set forth, all accounts being stated in terms of the 
same unit. It would also be of value where the accounts are used 
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for comparative purposes, as between houses in the same business, 
one old and one newly established, and as between ratio of inven- 
tory to total assets, or similar comparison ratios, for the same house 
at different times in its business career. Obviously this last com- 
parison is not a valid one if the fixed assets have not been recon- 
ciled to the current monetary unit, for with the inventories this has 
happened automatically. 

To make a brief summary of the principle underlying all these 
adjustments: 


(1) All accounts should be expressed in terms of the current 

dollar. 

(2) The value of goods varies directly as the price index. 

(3) The value of the dollar varies inversely as the price index. 
Let me state my conclusions in a question: 

Would it not be scientific, sound accounting practice, in those 
instances in which it makes any essential difference, to make the 
books of account reflect the changes in the value of the monetary 
unit? 
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EDITORIAL 


Analysis of Examination Results 


A consideration of the examinations conducted by the Ameri- 
can Institute of Accountants in June and November, 1917, affords 
an interesting basis upon which to estimate the success of the Ameri- 
can Institute of Accountants and the principles for which it stands. 

Let us turn to the results in summarized form. 


Conditioned 
in one 
Candidates. Passed. Failed. subject 
IE, Diino ccnteceusss 125 97 15 13 
Institute, November......... 53 40 3 1 
State Boards, November..... 48 33 6 9 


One of the first facts which will impress itself upon persons 
familiar with the history of accounting examinations is that the 
percentage of success in the institute examinations is considerably 
higher than the average percentage among state C. P. A. examina- 
tions, and that the percentage of applicants passing the examina- 
tions of state boards using the institute’s examinations is about the 
percentage generally obtained in some of the states. There are, of 
course, a few states, notably New York, which until recently seldom 
accepted as satisfactory so high a percentage of candidates. But 
taking the states as a whole, we believe that the average of success 
in the past would be only slightly less than that reported by the 
institute for those state boards whose candidates were given the 
institute questions and whose answers were marked by the insti- 
tute’s examiners. 
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The comparatively high percentage of candidates who passed 
the examinations in November for the institute is largely due to the 
fact that the greater number were associates applying for advance- 
ment. They were almost exclusively men who had been many 
years in practice and whose failure to satisfy a reasonable test 
would have been almost incredible. 

Taking the two examinations and regarding only candidates for 
the institute, we find that there were 178 candidates, 146 of whom 
passed, or in other words, 82 per cent. This percentage is prac- 
tically the percentage of success in examinations in the principal 
accounting societies of Great Britain and the British dominions. 
When we come to the state boards we find that the percentage of 
success was nearly 69. 

By a comparison of the percentages of success among appli- 
cants for the institute and applicants for the state C. P. A. cer- 
tificates, we may reach a logical conclusion as to the importance 
of practice in the education of the accountant. The institute sets 
as its minimum prerequisite for associates four years’ public ac- 
counting experience, which may consist of four years. in public 
practice or two years in public practice and the possession of a 
C. P. A. certificate acceptable to the board of examiners, or a cer- 
tificate of graduation acceptable to the board of examiners and 
either two years’ practice or a C. P. A. certificate of acceptable 
standard. In other words, the certificate of graduation and the 
C. P. A. certificate are each considered to represent or be the 
equivalent of two years’ public work. 

In the case of applicants for membership the American Insti- 
tute’s requirements are a minimum of five years’ public practice. 

We know of no state in the United States in which a similar 
length of practice is required. In the case of the British societies 
a term of apprenticeship precedes examination and the applicant is 
therefore in possession of a record of practical experience fairly 
comparable with that required by the American Institute. 

In state C. P. A. examinations, however, a different condition 
exists. In many states there is no prerequisite of practice, and in 
some no educational preliminary is required. The consequence is 
that many men, lacking sufficient practical and theoretical knowl- 
edge, have attempted to pass the examinations with the result that 
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many of them fail utterly. Following the disappointment incident 
to failure there arises a natural disposition to accuse the state 
boards of conducting examinations too rigorous and over-technical. 


When we consider the results of the institute’s examinations, 
however, we are led to the belief that perhaps the state boards’ 
questions have not always erred on the side of excessive difficulty. 
No one can truthfully say that the examination questions published 
in THE JOURNAL OF ACCOUNTANCY in the issues of July and De- 
cember, 1917, were unduly difficult. A practising accountant having 
the knowledge which should precede his venturing to offer his pro- 
fessional services to the community ought not to have failed to pass 
either of the examinations. The questions were clear, not too 
long, and were altogether free from ambiguity. If a candidate 
could not answer these questions in the time set it might be con- 
sidered prima facie evidence of his unfitness to represent himself 
as an accountant qualified to undertake professional work. 


On the other hand, the examinations were not so simple that 
the novice could be expected to pass. They were formulated with 
the idea of admitting qualified men. 


Indeed, we believe that herein lies the secret of the whole matter. 
Some examiners have seemed to feel that the purpose of examina- 
tion is to exclude. The institute’s principle is that examinations 
are to admit. When the applicant for admission has prepared his 
application blank, and when his references and history have been 
thoroughly investigated, as they unvariably are by the board of 
examiners, there is little reason to doubt the qualifications of the 
applicant. When a man’s whole history is laid bare and his record 
is found clean and adequate under the constitutional requirements, 
the technical examination may be considered largely a confirmatory 
test. It would be a difficult matter for an utterly unqualified appli- 
cant to sit for the examinations of the institute; therefore it is not 
at all astonishing that there is a high percentage of success in the 
technical examinations. 


The institute is evidently serving the purpose for which it was 
created, namely, the setting up of a standard which shall be uniform 
and nation-wide, wholly independent of political control and en- 
tirely free from those interstate jealousies which do so much to 
prevent the success of the C. P. A. movement. 
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Consideration of the results of examinations must have a 
further effect in the encouragement of qualified men to seek recog- 
nition and membership. When, as in some states, the chances of 
passing C.P.A. examinations were remote, however well qualified 
the applicant might be, there was a general disposition on the part 
of many practitioners to let well enough alone and not seek mem- 
bership in an organization whose requirements included the posses- 
sion of a C. P. A. certificate. 

Under the institute’s new form, however, the practising ac- 
countant is assured of a fair examination and if he be qualified he 
is practically certain that his application will succeed. 





Class Exemption Not Required 


Accountants in various parts of the country continue to suggest 
the desirability of urging upon congress the enactment of legisla- 
tion providing for the exemption of accountants from the opera- 
tions of the draft law. They point with considerable force to the 
experience of Great Britain and the necessity which has arisen 
there of providing for such an exemption from the terms of the 
conscription act. 

They say that the demand for accountants’ services is steadily 
increasing—which is true. They declare that the number of 
accountants available is inadequate—which is true. And based 
upon these two indisputable facts they advocate a class exemption. 

When the draft law was enacted it was clearly understood that 
there was to be no exemption of any class, but that each applica- 
tion for exemption would be considered on its own individual 
merits. 

The executive committee of the American Institute of Account- 
ants sees no reason to depart from the rule laid down. We find in 
a recent bulletin to members the following extract from the min- 
utes of the executive committee : 

In view of the many inquiries which have been received, it 
is resolved that no steps should be taken by the institute or its 
members toward securing exemption as accountants from the 
provisions of the draft law. 

At first glance it may appear somewhat illogical for the institute 
to go on record as being opposed to an exemption which has so 
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much on the surface to recommend it, but a further consideration 
of the facts seems to justify the resolution adopted by the execu- 
tive committee. 

In the first place, there is the moral effect of such an exemp- 
tion to be considered. Accountants have been doing splendid work 
for the government and will continue throughout the duration of 
the war, and afterwards, to place their services whole-heartedly 
at the disposal of their country ; but it certainly would not look well 
if they were to seek a class exemption. No one has much respect 
for the man who seeks exemption without very good cause, and 
the same thing is true of any class. While exemption can possibly 
be avoided it should be the pride of the profession not to ask it. 

Furthermore, it has been the experience of qualified account- 
ants who have been drawn that their abilities have not remained 
unknown, and almost invariably they have been assigned to ac- 
counting duties in which their technical knowledge has proven 
of great value to the departments of war or navy. 

There seems to be an endless number of young men in the 
twenties who have acquired so infinite a fund of wisdom 
that they feel compelled to protest against the diversion of their 
energies to the more strenuous exercises of the trenches. All of 
them are imbued with profound patriotism. But let them rest 
quite easy—their unprecedented merits will be discovered and to 
that place where their services will be of the most value they will 
certainly be assigned. 

We have yet to hear of a qualified accountant whose services 
in an accounting capacity have not been required. 





Concerning Contributors 


THE JOURNAL OF ACCOUNTANCY has received many requests 
for further information relative to accountants and others whose 
contributions appear in these pages. It has been suggested by 
friends of the magazine that it would be desirable to set forth 
briefly the most important facts concerning each contributor. 

Acting upon this suggestion it has been decided to print each 
month, beginning with this issue, a short statement of the profes- 
sional or business affiliations and history of each author. 

There will be nothing but facts, unadorned and unadjectived. 
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The matters referred to in the publications of the treasury department 
printed in this issue of THE JouURNAL oF ACCOUNTANCY are summarized 
hereunder : 

T. D. 2609 modifies the position of the department in regard to the 
basis upon which merchandise and securities on hand may be reflected in 
the returns of net income of certain taxpayers. Contrary to accounting 
practice, the treasury regulations have hitherto provided that, for income 
tax purposes, inventories of merchandise should be stated at cost, irre- 
spective of the market value. In the present ruling the attitude of the 
department in this respect is changed and it is provided that such mer- 
chandise may be taken either (a) at cost, or (b) at cost or market price 
whichever is lower, provided the method adopted is adhered to in subse- 
quent years. The regulations and the accounting practice have thus been 
brought into unison. In regard to unsold securities, the department has 
also insisted that these be valued at cost, notwithstanding that the market 
value may have changed since the date of purchase. That is still the 
position of the department except in the case of dealers in securities. In 
the latter case only is it permitted to make a return of net income upon 
the basis of the books where the unsold securities on hand are regularly 
inventoried at (1) cost, or (2) cost or market whichever is lower. And 
even in this case is the concession of questionable benefit because of the 
fact that most dealers in securities take up their unsold securities at 
market price throughout, without any regard to the cost; and on that 
account we may find that dealers in securities will continue to keep two 
separate sets of books—one for their business and the other for their 
income tax return. 

T. D. 2610 gives a definition of “other intangible property,” as used in 
the excess profits tax section of the law, and indicates certain classes of 
property which are considered tangible property. 

T. D. 2611 has been prepared for the purpose of remedying a con- 
dition which was to the prejudice of partnerships and individuals as 
compared with corporations. Corporations have always been permitted 
to deduct as an expense the salaries paid to their officers for managing 
the business of sub-corporations; but partnerships and individuals in 
business were never permitted to deduct the equivalent expense in their 
business. Under the income tax laws the distinction was not of importance 
as it did not affect the total tax payable. A different situation arises under 
the excess profits tax law, and on this account the departynent authorizes 
partnerships and individuals in business to deduct as an expense reasonable 
salaries for services actually rendered during the year by the individual 
partners in the one case and the individual himself in the other. 
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T. D. 2612 states that an individual will not be subject to the excess 
profits tax in his individual capacity in respect to his share in the profits 
of a partnership. Carrying this idea a step further, it would therefore 
seem equitable if an additional ruling should be issued making clear that 
any individual income may be segregated for excess profits tax purposes 
and the tax computed at the higher rates upon only that part of the 
income derived from a business or businesses entirely owned by the tax- 
payer having more than a nominal capital, and at the lower rate of 
8 per cent. only upon that part of his income derived from salaries or 
from sources with no capital or only a nominal amount invested. 

T. D. 2613 states that, while interest paid upon bona fide loans made 
by a partner may be used as a deduction by the partnership, no deduction 
for so-called interest upon capital will be recognized. 

T. D. 2614 states that details of the invested capital and net income 
for the pre-war period will not be required (1) if the taxpayer accepts 
7 per cent. as the percentage to be used in computing the deduction for 
the purpose of ascertaining the excess profits, and (2) if the trade or 
business is taxable only at the 8 per cent. rate. 

T. D. 2615 extended the time for filing returns, pursuant to the act of 
October 3, 1917, on the basis of a fiscal year ending prior to December 31, 
1917, until February 1, 1918. 

T. D. 2616 deals with the question of bonuses paid to officers and 
employees. The test which had previously been applied by the department 
was that a bonus paid in order to be an allowable deduction must have been 
in an amount not in excess of reasonable compensation for services ren- 
dered, paid under a contract, actual and implied, enforceable by the 
employee. Very few of the many bonuses paid were able to stand the 
test. By the ruling now made most of the conditions have been removed 
and it may be stated generally that bonuses paid are now considered 
allowable deductions, when made in good faith as additional compensation 
for services rendered which added to the stipulated salaries do not exceed 
a reasonable compensation for the services rendered. 


T. D. 2623 states that the withholding provisions of the income tax 
laws apply to interest paid by banks located in the United States upon 
deposits made by non-resident alien individuals and corporations. 

T. D. 2620 gives a decision of the United States circuit court of appeals 
to the effect that dividends paid direct to shareholders of lessor corpora- 
tion by lessee corporation constitute income to the lessor, as rent. 


T. D. 2625 authorizes corporations keeping books on an accrual basis 
to deduct the accrual of interest for the return year within the limits pre- 
scribed by the taxing acts, when shown as a charge against accrued 
income upon the books of account. 

T. D. 2627 instructs collectors that they may accept uncertified cheques 
in payment of income and excess profits taxes. 

T. D. 2622 gives instructions relative to advance payments in instal- 
ments and in whole of income and excess profits taxes. 
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There is also given the decision of the United States supreme court in 
the case of Towne v. Eisner. The details of the case are given in the 
opinion, and in effect the court declares that stock dividends are not 
income and therefore not taxable under the law of October 3, 1913. By 
this decision the amounts collected by the government as income tax for 
the years 1913, 1914 and 1915 upon stock dividends paid in these years 
were illegally collected and they should be refunded to the taxpayers. The 
position of the years 1916 and 1917 is somewhat different. The laws of 
these years specifically taxed stock dividends, and there is also given 
herein, immediately after the decision above referred to, a statement by 
the commissioner of internal revenue that in the absence of a specific 
ruling by the supreme court the decision would be held not to apply to 
the acts of September 8, 1916, and October 3, 1917. The position of the 
commissioner is no doubt technically correct; and in any event it is very 
doubtful whether he, as administrator of the law, could modify the specific 
terms of statutes duly passed by the legislative body of the country. 

A further test case, putting the direct question whether the taxation 
of stock dividends is or is not constitutional or within the limits of the 
sixteenth amendment, should, however, be brought before the supreme 
court with all possible speed, so that the two laws in question may be 
amended if necessary and as little confusion caused as possible. 


(T. D. 2609, December 19, 1917) 
Inventories of Merchandise, etc., and of Securities held by Dealers 


1. For the purpose of income and excess profits tax returns, inven- 
tories of merchandise, etc., and of securities, will be subject to the fol- 
lowing rules: 

A. Inventories of supplies, raw materials, work in process of pro- 
duction and unsold merchandise, must be taken either (a) at cost, or (b) 
at cost or market price whichever is lower; provided that the method 
adopted must be adhered to in subsequent years unless another be author- 
ized by the commissioner of internal revenue. 

A dealer in securities who in his books of account regularly inven- 
tories unsold securities on hand either (a) at cost, or (b) at cost or 
market price, whichever is lower, may for purposes of income and 
excess profits taxes make his return upon the basis upon which his accounts 
are kept; provided that a description of the method employed shall be 
included in or attached to the return, that all the securities must be inven- 
toried by the same method, and that such method must be adhered to 
in subsequent years unless another be authorized by the commissioner of 
internal revenue. 

Gain or loss resulting from the sale or disposition of assets inven- 
toried as above must be computed as the difference between the inventory 
value and the price or value at which sold or disposed of. 

2. In all other cases inventories must be taken at cost or at value as 
of March 1, 1913, as the case may be. 


(T. D. 2610, December 20, 1917) 


Construction of Terms “Tangible Property” and “Intangible Property” as 
Used in Section 207. 


The term “other intangible property” as used in section 207 will be 
construed to mean property of a character similar to good-will, trade- 
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marks, and the other specific kinds of property enumerated in the same 
clause. With respect to property not clearly of such a character rulings 
will be issued as occasion may demand, to indicate whether it shall be 
regarded as tangible or intangible. 

To date, the following classes of property have been construed to be 
tangible property within the meaning of section 


Stocks, 

Bonds, 

Bills and accounts receivable, 

Notes and other evidences of indebtedness. 


(T. D. 2611, December 20, 1917) 


Salary Allowances in the Case of Partnerships and of Individuals Engaged 
in Trade or Business 


1. In computing net income for purposes of the excess profits tax a 
partnership will be allowed to deduct as an expense reasonable salaries or 
compensation paid to individual partners for personal services actually 
rendered during the taxable year, if the payments are made in accordance 
with prior agreements and are properly recorded on the books of the 
partnership. In no case shall the salaries or compensation so deducted 
be in excess of the salaries or compensation customarily paid for similar 
services under like responsibilities by corporations engaged in like or 
similar trades or businesses. 

With respect to any period prior to March 1, 1918, where no previous 
agreement has been made as to salaries or compensation a similar deduc- 
tion will be allowed for services actually rendered. 

In the case of a foreign partnership the deduction shall be limited to 
those portions of salaries or compensation which are paid for services ren- 
dered with respect to trade or business carried on in the United States. 

A partner in his individual capacity is, however, subject to the excess 
profits tax, if any, at the 8 per cent. rate under section 209 with respect to 
any salary or compensation from the partnership for personal services 
(including any amounts allowed to the partnership as a deduction for the 
period prior to March 1, 1918). 

2. An individual carrying on a trade or business having an invested 
capital may designate a reasonable amount as salary or compensation for 
personal service actually rendered by him in the conduct of such trade or 
business. In no case shall the ezmount so designated be in excess of the 
salaries or compensation customarily paid for similar service under like 
responsibilities by corporations or partnerships engaged in like or similar 
trades or businesses. 

In the case of a non-resident alien individual, the amount shall be 
limited to that portion of the salary or compensation which is for service 
rendered with respect to trade or business carried on in the United States. 

An individual is, however, subject to the excess profits tax, if any, at 
the 8 per cent. rate under section 209 with respect to the amount so desig- 
nated, and the balance of the income derived from such trade or business 
shall be subject to the graduated rates prescribed in section 201. 


(T. D. 2612, December 20, 1917) 


Individual Partners Non-Taxable as to Shares in Partnership Profits but 
Taxable as to Salaries Received from Partnership 


A partner in his individual capacity will not be considered as engaged 
in trade or business with respect to his share in the profits of the partner- 
ship, and consequently will not be subject to excess profits tax thereon. 
He is, however, subject to the excess profits tax, if any, at the 
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8 per cent. rate under section 209 with respect to any salary or com- 
pensation from the partnership for personal services (including any 
amounts allowed to the partnership as a deduction for the period prior 
to March 1, 1918.) 


(T. D. 2613, December 20, 1917) 


Deductions Allowed to Partnerships for Interest on Bona Fide Loans by 
Partners 


In computing net income for purposes of the excess profits tax a part- 
nership will be allowed to deduct amounts paid during the year to an 
individual partner as interest upon any bona fide loan, but no deduction 
for so-called interest upon capital will be recognized. 


(T. D. 2614, December 20, 1917) 


When a Return of Information as to the Invested Capital and Net Income 
for the Pre-War Period will not be Required 


For the purposes of the excess profits tax, a return of information with 
respect to the invested capital and net income for the pre-war period will 
not be required of a corporation, partnership or individual in the follow- 
ing cases: 


(1) If the taxpayer accepts the minimum percentage, viz.: 7 per cent, 
as the percentage to be used in computing the deduction under section 


; or 

(2) If the trade or business is taxable only at the 8 per cent rate 
under section 

The foregoing must not be construed as not requiring a return of infor- 
mation as to all the facts which may be necessary for the ascertainment 
of the capital and income for the taxable year whenever such a return is 
required by the commissioner of internal revenue. 


(T. D. 2615, December 13, 1917) 


Extending Time in Which to File Returns of Annual Net Income by Cor- 
porations, Pursuant to the Requirements of Titles I and II of the 
Act of October 3, 1917, for a Fiscal Year Ended on the Last 
Day of Some Month During the Year 1917 
(except December 31, 1917) 


The provisions of T. D. 2561, Oct. 16, 1917, extending the time to 
January 1, 1918, to corporations filing returns for war income and war 
excess profits taxes, pursuant to the act of October 3, 1917, on the basis 
of a fiscal year ended on the last day of some month during the year 
1917 (except December 31, 1917) are hereby amended so as to extend the 
time of filing such returns until February 1, 1918. This extension applies 
also to returns of annual net income of such corporations which were due 
subsequent to October 16, 1917, the date of T. D. 2561, but prior to 
February 1, 1918. 


(T. D. 2616, December 11, 1917) 


Gifts or Bonuses to Employees of Corporations, Partnerships, or 
Individuals 


In order to establish uniformity and to facilitate the work of internal- 
revenue officers who are engaged in the examination of books for the 
verification of returns of annual net income made pursuant to the require- 
ments of the federal income tax law, you are informed that special pay- 
ments, sometimes denominated gifts or bonuses, made by corporations, 
partnerships, or individuals to officers or employees, will constitute allow- 
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able deduction from gross income in ascertaining net income for the pur- 
pose of the income tax, when such payments are made in good faith and 
as additional compensation for the services actually rendered by the 
officers or employees. If such payments, when added to the stipulated 
salaries do not exceed a reasonable compensation for the services ren- 
dered, they will be regarded as a part of the wage or hire of the officer 
or employee, and therefore an ordinary and necessary expense of opera- 
tion and maintenance, and as such will be deductible from gross income. 

Special payments made to officers or employees, although in the form 
of additional salaries or compensation, will be regarded as a special distri- 
bution of profits or compensation for the capital invested, and not as pay- 
ment for services rendered, if the amount of such payments is, based 
upon or bears a close relationship to the stock holdings of such officers or 
employees, or to the capital invested by them in the business. Payments 
under such latter conditions being in the nature of dividends or distri- 
bution of profits will not be deductible from gross income. 

Salaries of officers or employees, who are stockholders or have an 
interest in the business, will be subject to careful analysis, and if they are 
found to be rather in proportion to the stock holdings or interest of such 
officers and employees than to the real value of the services rendered 
and to be in excess of the salaries paid to officers or employees in similar 
positions in other concerns doing business of a like nature and of approx- 
imately equal volume and earnings, the amount paid in excess of reason- 
able compensation for the services will not be deductible from gross 
income, but will be treated as a distribution of profits. 


(T. D. 2622, December 26, 1917) 


Instructions Relative to Advance Payments in Instalments and in Whole 
of Income and Excess Profits Taxes Under Section 
1009, Act of October 3, 1917 


“Sec. 1009. That the secretary of the treasury, under rules and regula- 
tions prescribed by him, shall permit taxpayers liable to income and excess 
profits taxes to make payments in advance in instalments or in whole of 
an amount not in excess of the estimated taxes which will be due from 
them, and upon determination of the taxes actually due any amount paid 
in excess shall be refunded as taxes erroneously collected: Provided, That 
when payment is made in instalments at least one-fourth of such estimated 
tax shall be paid before the expiration of thirty days after the close of 
the taxable year, at least an additional one-fourth within two months after 
the close of the taxable year, at least an additional one-fourth within four 
months after the close of the taxable year, and the remainder of the tax 
due on or before the time now fixed by law for such payment: Provided 
further, That the secretary of the treasury, under rules and regulations 
prescribed by him, may allow credit against such taxes so paid in advance 
of an amount not exceeding three per centum per annum calculated upon 
the amount so paid from the date of such payment to the date now fixed 
by law for such payment; but no such credit shall be allowed on pay- 
ments in excess of taxes determined to be due, nor on payments made 
after the expiration of four and one-half months after the close of the 
taxable year. All penalties provided by existing law for failure to pay 
the tax when due are hereby made applicable to any failure to pay the 
tax at the time or times required in this section.” 

If taxpayers elect to make advance partial payments on their income 
or excess profits taxes, or both, as provided by section 1009 of the act of 
October 3, 1917, at least one-fourth of the estimated tax due must be paid 
within thirty days after the close of the taxable year, at least an additional 
fourth within two months after the close of the taxable year, at least an 
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additional fourth within four months after the close of the taxable year, 
and the remainder of the tax due on or before the time now fixed by law 
for such payment. For the first taxable year, this means in the case of 
partnerships and corporations who do not fix their own fiscal years and 
in the case of individuals that at least one-fourth of the estimated tax 
due must be paid on or before January 30, 1918, at least an additional 
fourth on or before February 28, 1918, at least an ‘additional fourth on or 
before April 30, 1918, and the remainder of the tax due on or before June 
15, 1918. In the case of a partnership or corporation whose fiscal year 
ends July 31, for example, at least one-fourth of the estimated tax due 
must be paid on or before August 30, at least an additional fourth on or 
before September 29, at least an additional fourth on or before November 
28, and the remainder of the tax due on or before January 12, 165 days 
after the close of its fiscal year. Taxpayers are not allowed under these 
regulations to make advance payments in instalments or in whole before 
the close of their taxable year. Upon the first three instalments, interest 
at the rate of 3 per cent. per annum (365 days) will be allowed from the 
date each payment is made to the date now fixed by law for such payment. 
If the final payment is made within 4% months after the close of the tax- 
able year, interest at the rate of 3 per cent. per annum (365 days) will be 
allowed from the date of payment to the date now fixed by law for such 
payment. 

In arriving at the amount of the fourth instalment required to satisfy 
the assessed tax, it will be necessary to find the difference between the 
assessed tax and the sum of the first three instalments and the interest at 
3 per cent. per annum (365 days) on same from the dates of payment to 
the date now fixed by law for such payment. This difference will be the 
amount of the fourth instalment, if said instalment is paid after the 
expiration of 4% months after the close of the taxable year, since Sec. 
1009 provides that no credit for interest shall be allowed on payments in 
excess of taxes determined to be due, nor on payments made after the 
expiration of 4% months after the close of the taxable year. 


If the fourth instalment is paid before the expiration of 4% months 
after the close of the taxable year, the amount of such instalment will be 
found by dividing the difference mentioned in the preceding paragraph by 
1.00 plus the interest at 3 per cent. per annum (365 days) on $1 for the 
number of days from the date on which said fourth instalment is paid to 
date now fixed by law for such payment. 


For example, a taxpayer on January 15, 1918, files an income or excess 
profits tax return showing a tax liability of $4,000 and with the return 
makes partial payment of $1,000; February 25, 1918, makes a second pay- 
ment of $1,000; March 25, 1918, a third payment of $1,000; and the bal- 
ance May 1, 1918. 

The first payment draws interest at the rate of 3 per cent. per annum 
from January 15 to June 15, 151 days (in January, 16; February, 28; 
March, 31; April, 30; May, 31; and June, 15), or $12.41, amount $1,012.41; 
the second payment, 110 days (February, 3; March, 31; April, 30; May, 
31; and June, 15), or $9.04, amount $1,009.04; and the third payment, 82 
days (March, 6; April, 30; May, 31; and June, 15), or $6.74 ($6.739), 
amount $1,006.74. The sum of the three payments and interest thereon 
is $3,028.19, making the difference $971.81. The amount to be paid on 
May 1, 1918, to satisfy this difference is found, by dividing $971.81, by 
1.00369863, the “amount” of $1 for 45 days (May, 30; and June, 15), at 3 
per cent., to be $968.23 ($968.228). 


If, in the example given above, the fourth payment was made May 16, 
1917, the taxpayer would be required to pay the whole of the difference, 
$971.81, as no interest would be allowable on same under the law, 


132 








Income Tax Department 


If the taxpayer elects to pay the whole of the tax in advance, that is, 
after the close of the taxable year and prior to the expiration of 4% 
months after the close of the taxable year, the amount to be paid to satisfy 
the tax will be determined by dividing the amount of said tax by 1.00 plus 
the interest on $1 at 3 per cent. per annum (365 days) for the number 
of days from the date of payment to the date now fixed by law for such 
payment. 

If the advance payment in whole is made at the time of filing the return, 
and if upon the examination of such return in this office, it is found that 
the payment was in excess of the amount required, together with the 
interest thereon to satisfy the tax actually due, the taxpayer will be entitled 
to the refund of the amount of excess payment (but not the interest 
thereon) by making claim for same on Form 46. 

In arriving at the amount of excess payment, the tax assessed should 
be divided by 1.00 plus the interest at 3 per cent. per annum (365 days) 
on $1 for the number of days from the date of payment to the date now 
fixed by law for such payment. The difference between the amount actu- 
ally paid in advance and the quotient will be the amount of excess payment. 

The interest at the rate of 3 per cent. per annum (365 days), allowed 
to a taxpayer on advance payments on income and excess profits taxes, 
must be considered income and accounted for as income by the taxpayer 
in his return for the year in which said interest is allowed. 

The receipt on form 1 issued to a taxpayer making an advance pay- 
ment should have entered thereon the amount of such payment, the kind 
of such payment, whether “in whole” or the first, second, third or fourth 
instalment, and also the amount of credit allowable on account of the interest 
at 3 per cent. per annum (365 days) for the number of days from the 
date of payment to the date now fixed by law for such payment, the sum 
of the two being the amount of credit to which the taxpayer is entitled 
on the tax due. 

If an advance payment either in whole or in part is made prior to 
making the assessment, it should be entered on form 58A or 58B, in the 
column for “assessable items” and the amount of interest allowed on such 
advance payment in the column for “interest allowed on advance payments 
under Sec. 1009 of the act of October 3, 1917.” The entry should show 
the kind of payment, whether “in whole” or the first, second, third or 
fourth instalment. The sum of the entries in column “interest allowed on 
advance payments under Sec. 1009 of the act of October 3, 1917,” will be 
included in the total of the list and charged to the collector. Credit in 
the collector’s account for this charge will be obtained as provided below. 

If the return is filed after one or more advance partial payments have 
been made, the assessment on form 23A or 23B will be the difference 
between the total tax due and the sum of such advance partial payments 
and interest allowed thereon. The entry on form 23A and 23B in the 
column for “remarks” will give the total tax due and make reference by 
page ard line to previous advance payments. 

An advance payment and interest thereon on an assessment already 
made will be credited to the list in which such assessment has been made. 

On torm 51B for the month in which such advance payments in instal- 
ments or in whole are made, collectors will take credit in column 5 of the 
statement cf each list on which the taxes are assessed or are to be 
assessed for the sum of the credits allowed on account of interest on such 
payments from the dates paid to the date now fixed by law for such pay- 
ments. As a voucher for these credits a schedule will be prepared for 
each list on which such payments are made, giving the names of the tax- 
payers making such payments arranged in the order in which the names 
are entered on the list and the folio and line where assessed, the date of 
payment, the kind of payment, whether “in whole” or the first, second, 
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third, or fourth instalment, the amount of payment, the amount of interest 
on same, and the sum of the payment and interest. The payment column, 
the interest column, and the column for the sum of the payment and 
interest should be added, and the total of the third will equal the sum of 
the totals of the first two. The credit taken in column 5 on form 51B 
will be the total of the interest column. In the case of such advance pay- 
ments on the list for month in which such payments are made, to keep 
the statement of “advance collections on list for this month” in balance, it 
will be necessary to charge in column 2 on form 51B the sum of the credits 
taken in columns 3 and 5; and, in taking up such a list on form 51B for 
the month in which said list is received from the commissioner, the total 
of said list should be entered at the left of column 2 and underneath the 
amount previously reported on form 51B in column 2 of the statement of 
“advance collections on list for this month” and the balance charged in 
column 2. 

On form 79 the amount of interest aliowed on such advance payments 
made within the quarter will be charged on line 5, and the schedules 
required by the preceding paragraph will be forwarded by this office to 
the auditor as vouchers for this charge. 


INTEREST TABLE 
Interest on $1.00 at 3 per cent. per 365 days, 1 day to 165 days. 











Days. | Interest. | Days. | Interest. | Days. | Interest. 
1... | $0.000082192 56... | $0.004602740 111... | $0.009123288 
is .000164384 sue 004684932 112... 009205479 
| 000246575 58.. 004767123 | 009287671 
4.. .000328767 59.. .004849315 134... 009369863 
Bes 000410959 60... 004931507 009452055 
SS 000493151 61.. 005013699 116... 009534247 
Taina 000575342 62.. 005095890 .0096 16438 
is 000657534 63.. 005178082 118... .009698630 
Mies 000739726 64... 005260274 119... 009780822 
| .000821918 65.. 005342466 i: .009863014 
oo .000904110 66.. .005424658 i: .009945205 
12.. .000986301 xs 005506849 .010027397 
BB.. 001068493 68.. 005589041 .010109589 
14.. .001150685 69.. .005671233 124... .010191781 
| 001232877 70.. 005753425 oo .010273973 
16.. 001315068  ( 005835616 .010356164 
17.. 001397260  - 005917808 127... 010438356 
18.. 001479452 : - .006000000 128... .010520548 
 -* 001561644 74.. .006082192 2... .010602740 
20.. 001643836 re 006164384 130... 010684932 
Bho. .001726027 76.. 006246575 ee .010767123 
22.. 001808219 77.. 006328767 i... 010849315 
pa .001890411 78.. .006410959 133... .010931507 
24.. 001972603 006493151 - = 011013699 
2.. 002054795 80... 006575342 135... 011095890 
26.. .002136986  - 006657534 136... 011178082 
002219178 006739726 nas 011260274 
len 002301370 .006821918 138.. 011342466 
Y 002383562 84.. .006904110 I 011424658 
| 002465753 .006986301 140... 011506849 
31.. 002547945 86... 007068493 141... 011589041 
32.. 002630137 87... 007150685 142.. 011671233 
| 002712329 88... 007232877 143. 011753425 
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Days. | Interest. | Days. | Interest. | Days. | Interest. 
; a 002794521 ae .007315068 144... 011835616 
; .002876712 a .007397260 145... .011917808 
 - 002958904 91... .007479452 146... .012000000 
| ee .00304 1096 ae .007561644 147... 012082192 
. .003123288 TO... 007643836 148... 012164384 
| .003205479 94... .007726027 149... 012246575 
40... .003287671 95... .007808219 | oe 012328767 
41... .003369863 96... .007890411 ii... 012410959 
oa 003452055 97... .007972603 012493151 
43... 003534247 98... 008054795 EBs... 012575342 
44... 003616438 99... .008136986 154... 012657534 
43... .003698630 100... .008219178 155... 012739726 
46... .003780822 oe .008301370 156... 012821918 
ee .003863014 a .008383562 oe .012904110 
a 003945205 == 008465753 158... .012986301 
ee 004027397 104... 008547945 oo 013068493 
| 004109589 6... 008630137 160... 013150685 
ee .004191781 MO... 008712329 161... 013232877 
a 004273973 107... .008794521 ce .013315068 
a .004356164 108... .008876712 160... .013397260 
54... 004438356 IGP... .008958904 164... 013479452 
eas .004520548 a .009041096 165... 013561644 




















(T. D. 2623, December 28, 1917) 


Interest on Bank Deposits to Non-Resident Alien Individuals and Cor- 
porations ts Subject to Withholding Provisions of 
the Act of October 3, 1917 


Non-resident alien individuals and corporations are required to pay 
tax on all income received in the calendar year from sources within the 
United States, except exempt sources. Interest received from deposits in 
banks located within the United States constitutes income received from 
sources within the United States and is subject to the withholding pro- 
visions of the act of September 8, 1916, as amended by the act of October 
3, 1917. Banks are therefore required to withhold the normal tax of 2 
per cent. upon interest paid to non-resident alien individuals and the 
normal tax of 2 per cent. and the war normal tax of 4 per cent. upon 
interest paid to a non-resident alien corporation “not engaged in business 
or trade within the United States and not having any office or place of 


business therein.” 


(T. D. 2620, December 17, 1917) 


Dividends Paid by a Lessee Corporation Directly to the Stockholders of 
the Lessor Corporation Constitute Income of the Lessor 
Corporation Under the Act of October 3, 1913. 

The appended decision of the United States circuit court of appeals 
for the first circuit in the case of the West End Street Railway Co. v. John 
F. Malley, collector of internal revenue, is published for the information 
of internal-revenue officers and others concerned, 

The opinion of the majority of the court, written by Judge Dodge, 
follows in part: 

“2-The taxes in question under the second count were assessed under 
the later income tax statute of 1913 (38 stats. 172) for the period March 1- 
December 31, 1913. In accordance with provisions in the lease, the lessee 
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company paid, on stipulated dates in each year, to the persons holding 
shares of the plaintiffs stock and certified by it as then entitled to divi- 
dends, certain stipulated sums per share held. The district court held 
that the total amount so paid by the lessee during the above period was 
income of the plaintiff corporation as lessor, and did not cease to be such 
because not paid directly to it. The plaintiff contends that said amount 
was not properly taxable as its income under the statute. 


“The payments made to the stockholders as above were made by the 
lessee for its use of the corporation’s property, not of the stockholders’ 
property. Though they have each an interest in said property, they have 
no direct interest such as makes them its owners. 


“The property has been put into the lessee’s hands by the lessor cor- 
poration, and the payments to be made by the lessee for its use have been 
agreed on, not between the lessee and the lessor’s stockholders, but between 
it and the lessor corporation, to which the property belongs. That agree- 
ment expressly refers to and treats these payments to stockholders as 
part of the agreed rent for the property. Under it no stockholder could 
assert rights as lessor for want of any such interest in the leased prop- 
erty as would enable him to lease or agree upon a rent for it. 

“That the lessor railway could recover the agreed payments to its 
stockholders by suit in its own name is undisputed. Whether the indi- 
vidual stockholders have rights of action therefor in their own names is 
at least uncertain. If they have such rights they are not founded upon 
any title of the stockholders’ own, but upon the part of the corporation 
only. We agree with the opinion of the district court that the total of 
these so-called dividends was, within the meaning of the ‘statute, ‘income 
arising or accruing’ to the corporation. The district court’s conclusion 
is supported by a court of appeals decision.” 


(T. D. 2625, December 17, 1917) 
Accrued Interest Deductible From Gross Income. 


The income tax law of October 3, 1913, imposes a tax “upon the entire 
net income arising or accruing from all sources during the preceding 
calendar year to every corporation, joint-stock company or association, and 
every insurance company, organized in the United States, no matter how 
created or organized.” 


Under section 13 (d) of the act of congress approved September 8, 
1916, it is provided: 


“A corporation, joint-stock company or association or insurance 
company, keeping accounts upon any basis other than that of 
actual receipts and disbursements, unless such other basis does 
not clearly reflect its income, may, subject to regulations made 
by the commissioner of internal revenue, with the approval of the 
secretary of the treasury, make its return upon the basis upon 
which its accounts are kept, in which case the tax shall be com- 
puted upon its income as so returned.” 


These provisions of law authorize corporations and joint-stock com- 
panies, or associations, and insurance companies, keeping books of account 
on an accrued basis, to deduct from gross income in returns of annual net 
income the accrual of interest for the return year within the limits pre- 
scribed by the taxing acts when shown as a charge against accrued income 
upon the books of account. 
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(T. D. 2627, December 28, 1917) 
Instructions Relative to Acceptance of Uncertified Cheques 


In accordance with the provisions of section 1010 of the act of October 
3, 1917, collectors may accept uncertified cheques in payment of income and 
excess profits taxes. If such cheque is not paid by the bank on which it is 
drawn, the person by whom it has been tendered shall remain liable for the 
payment of the tax and for all legal penalties and additions the same as if 
such cheque had not been received. 

Such uncertified cheques as the depositary bank is willing to accept 
should be included in the certificate of deposit issued to the collector. 

All other uncertified cheques will be carried by the collector as “cash on 
hand” and not credited as “collections,” as the dates of the certificates of 
deposit determine the dates of collections. 

The date on which the collector receives the cheque will be considered 
the one on which payment is made, unless the cheque is returned dis- 
honored. 

Such uncertified cheques as the depositary bank is not willing to accept 
for immediate credit may be deposited for collectiom by the collector of 
internal revenue to his official credit, under his bond, with a regular 
depositary bank, and when the cheque or cheques have been collected the 
proceeds should be immediately deposited by him with his other collections 
for the day. At the same time the collector will charge his account “cash 
on hand” and credit the taxpayer from whom the particular uncertified 
cheque was received. 


(Decision, Act of October 3, 1913) 
Stock Dividends Held Not to be Income. 


Henry R. Towne, plaintiff in error, vs. Mark Eisner, collector of United 
States revenue for the third district of the state of New York. In error to 
the district court of the United States for the southern district of New 
York. Argued December 12, 1917; decided January 7, 1918. Charles E. 
Hughes, George Welwood Murray, Charles P. Howland, Louis H. Porter, 
counsel for plaintiff in error. John W. Davis, solicitor-general, counsel 
for the United States. 

Mr. Justice Holmes delivered the opinion of the court. 

This is a suit to recover the amount of a tax paid under duress in 
respect of a stock dividend alleged by the government to be income. A 
demurrer to the declaration was sustained by the district court and judg- 
ment was entered for the defendant. 242 Fed. Rep. 702. The facts alleged 
are that the corporation voted on December 17, 1913, to transfer $1,500,000 
surplus, being profits earned before January 1, 1913, to its capital account, 
and to issue fifteen thousand shares of stock representing the same to its 
stockholders of record on December 26; that the distribution took place 
on January 2, 1914, and that the plaintiff received as his due proportion 
four thousand and one hundred and seventy-four and a half shares. The 
defendant compelled the plaintiff to pay an income tax upon his stock as 
equivalent to $417,450 income in cash. The district court held that the 
stock was income within the meaning of the income tax act of October 3, 
1913, c. 16, section II; A, subdivision 1 and 2; and B, 38 Stat. 114, 166, 167. 
It also held that the act so constructed was constitutional, whereas the 
declaration set up that so far as the act purported to confer power to 
make this levy it was unconstitutional and void. 

The government in the first place moved to dismiss the case for want 
of jurisdiction, on the ground that the only question here is the construc- 
tion of the statute, not its constitutionality. It argues that if such a stock 
dividend is not income within the meaning of the constitution, it is not 
income within the intent of the statute, and hence that the meaning of 
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the sixteenth amendment is not an immediate issue, and is important only 
as throwing light on the construction of the act. But it is not necessarily 
true that income means the same thing in the constitution and the act. A 
word is not a crystal, transparent and unchanged; it is the skin of a living 
thought and may vary greatly in color and content according to the cir- 
cumstances and the time in which it is used. Lamar vs. United States, 
240 U. S. 60, 65. Whatever the meaning of the constitution, the govern- 
ment had applied its force to the plaintiff, on the assertion that the statute 
authorized it to do so, before the suit was brought, and the court below 
has sanctioned its course. The plaintiff says that the statute as it is con- 
strued and administered is unconstitutional. He is not to be defeated by 
the reply that the government does not adhere to the construction by 
virtue of which alone it has taken and keeps the plaintiff’s money, if this 
court should think that the construction would make the act unconstitu- 
tional. While it keeps the money it opens the question whether the act 
construed as it has construed it can be maintained. The motion to dismiss 
is overruled. Billings vs. United States 232 U. S. 261, 276. B. Altman- 
Company vs. United States, 224 U. S. 583, 596, 597. 

The case being properly here, however, the construction of the act is 
open, as well as its constitutionality if construed as the government has 
construed it by its conduct. Billings vs. United States ubi supra. Notwith- 
standing the thoughtful discussion that the case received below we can 
not doubt that the dividend was capital as well for the purposes of the 
income tax law as for distribution between tenant for life and remainder- 
man. What was said by this court upon the latter question is equally true 
for the former. “A stock dividend really takes nothing from the property 
of the corporation, and adds nothing to the interest of -the shareholders. 
Its property is not diminished and their interests are not increased. —_ 
The proportional interest of each shareholder remains the same. The 
only change is in the evidence which represents that interest, the new 
shares and the original shares together representing the same proportional 
interest that the original shares represented before the issue of the new 
ones.” Gibbons vs. Mahon, 136 U. S. 549, 559, 560. In short, the corpora- 
tion is no poorer and the stockholder is no richer than they were before. 
Logan County vs. United States, 169 U. S. 255, 261. If the plaintiff gained 
any small advantage by the change it certainly was not an advantage of 
$417,450, the sum upon which he was taxed. It is alleged and admitted 
that he received no more in the way of dividends and that his old and 
new certificates together are worth only what the old ones were worth 
before. If the sum had been carried from surplus to capital account 
without a corresponding issue of stock certificates, which there was 
nothing in the nature of things to prevent, we do not suppose that any one 
would contend that the plaintiff had received an accession to his income. 
Presumably his certificate would have the same value as before. Again 
if certificates for $1,000 par were split up in ten certificates, each for $100, 
we presume that no one would call the new certificate income. What has 
happened is that the plaintiff’s old certificates have been split up in effect 
and have diminished in value to the extent of the value of the new. 

Judgment reversed. 

Mr. Justice McKenna concurs in the result. 

Please note carefully the statement below with reference to the effect 
of the decision of the supreme court of January 7, 1918, in the case of 
Towne vs. Eisner and see that it is given general publicity. 

Misapprehension exists as to the effect of the decision of the supreme 
court in the case of Towne vs. Eisner, handed down January 7, 1918. In 
this opinion it was held that under the act of October 3, 1913, a stock 
dividend declared by a corporation January 2, 1914, was not properly 
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regarded as income. It does not necessarily follow, however, that no 
stock dividends are to be held taxable under the provisions of the acts 
of September 8, 1916, and October 3, 1917. 

The act of October 3, 1913, which was the only act before the court in 
the case, contained no provision expressly providing for treating stock 
dividends as income, and the decision of the court was to the effect that 
the act was not to be construed as taxing such dividends. The court 
did not decide that such dividends cannot be income within the meaning 
of the sixteenth amendment, but expressly recognized that the word 
“income” may have a different meaning in the statute from the meaning 
in the constitution. 

The act of September 8, 1915, contains an express provision taxing 
stock dividends declared and paid out of earnings accrued since March 1, 
1913. In the absence of a decision as to the legal effect of these express 
provisions contained in the later acts, the bureau of internal revenue natu- 
rally will continue to be governed by the express provisions of the later 
acts in reference to stock dividends. 
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Epitep By SEYMOUR WALTON, C.P.A. 
(Assistep By H. A. Finney, C.P.A.) 


INSTITUTION EXAMINATION, NOVEMBER, 1917. 


In regard to the following attempt to present the correct solutions to 
the questions asked in the examination held by the American Institute of 
Accountants in November, 1917, the reader is cautioned against accepting 
the solutions as official. They have not been seen by the examiners—still 
less endorsed by them. 


ACCOUNTING THEORY AND PRACTICE—PART II. 


1. You are called upon to state what is the annual sinking fund neces- 
sary to redeem a principal sum of $1,000,000 due 30 years hence—it being 
assumed that the annual sums set aside are invested at compound interest 
at 5 per cent. State what computation you would make to arrive at the 
result desired. You need not work out the computation. 

Solution—When a sinking fund is provided by annual contributions 
these contributions constitute an invested annuity, and the total fund pro- 
vided is the amount of the annuity at the given rate for the given number 
of periods. Hence, to compute the required annual contribution it is neces- 
sary to find what annuity will amount to the total fund at the end of 
the time. 


I would first find the amount of an annuity of $1—that is, the sinking 
fund which would result from annual contributions of $1.00. The amount 
of an annuity of $1.00 for 30 years at 5 per cent. can be found by dividing 
the compound interest on $1.00 for 30 years at 5 per cent. by .05, the rate. 

If there is no interest table available showing this compound interest, 
and if no table of logarithms is at hand, the compound interest can be 
computed as follows: 


1.052=amount of $1.00 in 2 years at 5 per cent. (calla) 
a*=amount of 1.00 in 4 years at 5 per cent. (call b) 
b?=amount of 1.00 in 8 years at 5 per cent. (call c) 
c2=amount of 1.00 in 16 years at 5 per cent. (call d) 
dX c=amount of 1.00 in 24 years at 5 per cent. (call e) 
e X b=amount of 1.00 in 28 years at 5 per cent. (call f) 
f X a=amount of 1.00 in 30 years at 5 per cent. 


From this amount deduct $1.00 to obtain the compound interest. Divide 
the compound interest thus obtained by .05 to find the amount of an 
annuity of $1.00. Divide $1,000,000 by the amount of an annuity of $1.00 
to determine the required sinking fund contribution. 
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2. Discuss the relative merits of bound books and loose-leaf or card 
records for various accounting purposes. 


Solution.—The advantages of loose-leaf and card records are two-fold, 
namely, ease of classification and the elimination of completed records for 
which there is no current use, the latter saving both time and space. The 
disadvantage is the risk of loss or theft. 

The advantages apply more to ledgers than to books of original entry 
and the risk concerns books of original entry chiefly. Therefore, loose- 
leaf records are generally better adapted to ledgers than to books of 
original entry, although they are used in the latter. 

The damage resulting from the loss of an account may be repaired by 
reconstructing the account from the books of original entry. There is, of 
course, a risk of fraudulent substitutions, but a proper audit should disclose 
such practice. 

The risk of loss is a serious one with books of original entry. If the 
loss occurs before postings have been made it frequently is impossible to 
reconstruct the records. If the postings have been made the reconstruc- 
tion is possible, but it is very much more perplexing than posting to new 
accounts to restore a lost ledger account. 

In the case of ledgers, loose-leaf records are more useful in subsidiary 
ledgers than in a general ledger, because the latter contains fewer accounts 
and the classification is rarely more minute than into three or four groups. 
In subsidiary ledgers, particularly those for customers and creditors, the 
accounts are usually so numerous that classification by alphabetical, geo- 
graphical or other schemes is necessary. Then, too, the accounts usually 
are active and thus the elimination of dead ones becomes desirable. One 
advantage peculiar to card ledgers is the saving of the bookkeeper’s time 
in posting, as the ledgers card may be removed from the boxes by a clerk, 
arranged in the exact order required by the bookkeeper and returned after 
the posting has been completed. As a general rule loose-leaf books may 
be recommended for subsidiary ledgers, but not for a general ledger. 
Where used, care should be taken to prevent unauthorized and unnecessary 
removal of sheets. 

Applied to books of original entry, the advantage of classification is 
not apparent. As these records are chronological there is not the need 
for classification that is found in ledgers and therefore the advantage first 
named does not exist. The saving of time and space through the elimina- 
tion of completed work for which there is no current use applies to some 
extent. Where the current records are voluminous, as, for example, those 
recording the detailed cash receipts of a retail business, a cashbook large 
enough to contain many days’ entries would be too large for convenient 
handling, and enough bound cashbooks of small size would be too expensive 
and require too much filing space. Under those conditions loose-leaf 
cash-books are convenient, because the sheets can be transferred to filing 
binders. Also a loose-leaf book may facilitate posting, because yesterday’s 
sheets can be used for that purpose while today’s sheets are in the current 
binder. A further advantage of loose-leaf books of original entry is 
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found in those cases in which branches or agencies are required to forward 
duplicate records to a home office. Such records can be made with 
carbon at one writing. As a general rule loose-leaf books should not be 
used for books of original entry. They may, however, be used to advan- 
tage for sales books or other records which can be typewritten from 
original memoranda. 





3. Describe the form in which it is customary to submit accounts of 
trustees and executors to a probate court in any jurisdiction with which 
you are familiar. Enumerate the various schedules containing the details 
of such accounts and describe exactly what information each affords. 


Solution—The statement submitted below would satisfy the require- 
ments for final accounts to be submitted to a surrogate in New York. 
While no special form is required by the statute, definite information is 
required which is furnished by a charge and discharge statement, or sum- 
mary statement, supported by schedules. When it is necessary to dis- 
tinguish between principal and income, separate summary statements must 
be prepared for each. 

If no distinction is to be observed between principal and income, the 
following would be the statement submitted : 


SUMMARY STATEMENT 





Estate of 


Period covered 
I charge myself with 

Inventory of assets 
Stating the character and appraised value 
of all assets belonging to the estate, 
which came into the possession of the 
executor when he entered on his duties 

Increase in assets Schedule A 
Arising from realization of assets at more 
than inventory value 

New assets discovered Schedule B 
Amount realized from assets not men- 
tioned in inventory per schedule A 


Amount of income Schedule C 
Interest, dividends, rents, etc. 
Total charges $ 
I credit myself with 
Decrease in assets Schedule D 


Showing all property sold at less than 
inventory value, with prices realized and 
decrease; property lost or damaged with- 
out fault of executor; unrealizable assets 
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Funeral charges and testamentary expense Schedule E 
Contents of schedule evident from title 

Payment of debts and claims Schedule F 
List of liabilities, names of creditors, 
dates and amount of payments 





Payments to legatees and next of kin Schedule G 
Expenses of administration Schedule H 
Sundry uncollected items Schedule J 
List, with reasons why uncollected 
Total credits $ 
Balance $ 


The balance consists of cash on hand for distribution, subject to deduc- 


tion of commissions and expenses of accounting. 


If it is desired to show the distinction between principal and income 


two statements would be made. The first one would read: 


I charge myself as to principal with 











Amount of inventory and of schedules A and B $ 
I credit myself as to principal with 

Amount of schedules D, E, F, G and J $ 
Leaving balance of principal $ 
I charge myself as to income with 

Amount of schedule C $ 
I credit myself as to income with 

Amount of schedule H $ 
Leaving balance of income $ 


the schedules being the same as those already designated by the respective 
letters. 





4. What are specification costs? What are their special advantages 


and disadvantages? 


Solution.—The term “specification cost” seems to have no universally 


accepted interpretation among accountants, but it is assumed that it refers 
to the itemized costs in enterprises in which construction is undertaken 
in conformity with detailed plans prepared by architects, engineers or 
contractors. 
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The advantages of such costs lie in the greater certainty of including 
all items or elements in estimates or bids for work to be undertaken; in 
the opportunity which they afford for scheduling the purchasing and con- 
sumption of material; for contracting for material for future delivery, 
giving assurance of stability in the cost thereof; and in the guidance which ? 
they afford for future biddings by comparing the specification cost with 
the actual cost. Specification costs promote the general purpose of cost 
accounting in forming a basis for the comparison between estimated cost 
and actual cost and also furnishing a basis for setting a selling price where 
the actual cost of production is not known. } 

A disadvantage might result from applying the idea in too great detail, ' 
thus causing waste of clerical labor. It would be dangerous to rely too 
implicitly on specification costs where variations in the cost of production 
are apt to result from causes which cannot be forecast. 





5. Outline the instructions you would give to afford the head office | 
of a company adequate control over expenditures at its various plants for 
additions and replacement repairs and to ensure uniform and correct ; 
accounting treatment thereof. 


Solution.—The first requirement is to supply each agency or branch with 
a card of accounts, giving definite instruction as to the items to be 
charged to each account. The classification of accounts thus supplied must 
be uniform among all branches and must be identical with the accounts 
kept at the home office. All charges made to such accounts should be 
supported by vouchers sent to the home office. The only way to make i 
certain that all items properly chargeable thereto have been so charged is 
to require the branch to submit vouchers for all expenditures. Unless this 
is done the expenditures which could properly be capitalized might be 
charged as expenses. Where additions to plants or replacement repairs 
are to be undertaken and where the amount exceeds a fixed minimum 
established by the home office, specific authorization must be received in 
advance for each expenditure. 





6. State the general principles to be adopted in valuing the inventory 
of a concern engaged in selling various articles, some of which it manu- 
factures and others of which it buys complete. 


Solution—The fundamental rule for valuation of inventories is cost 
or market, whichever is lower. In the case of finished goods purchased, 
cost would include the purchase price and items of direct buying expense 
such as freight inward and duties. In the case of manufactured goods, 
cost would include material, labor and manufacturing expense. Whether 
or not interest should be included in manufacturing cost is a disputed 
question, the weight of authority apparently excluding it. It is assumed 
that the examiners did not expect the answer to this question to cover 
the various cost accounting methods of allocating manufacturing cost. 
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While the rule, cost or market, is usually accepted, some accountants 
maintain that if a decline in market value of raw materials is temporary 
and not expected to affect the selling price of the finished product the 
inventory of materials may be valued at cost. Otherwise the period under 
review would suffer a reduction in profit to the benefit of the subsequent 
period which would be credited with a corresponding increase in profit. 
The difficulty lies in the uncertain assurance that the decline in raw 
material will not cause a decline in the selling price. 


When any goods become obsolete or are shop-worn or otherwise 
depreciated, adequate reduction should be made therefor. 


Inventories should not be overvalued—neither should they be under- 
valued because of the resulting secret reserve. If there is a desire to 
provide for the contingency of loss on realization, the inventory should be 
stated in the accounts at its present value, and a reserve, which will show 
plainly on the balance-sheet, should be set up to make provision for this 
possibility. 





7. The X. Y. Z. corporation, the accounts of which you are auditing, 
is an American company and has as its principal asset an industrial plant 
purchased many years ago, located in Mexico. It also has capital locked 
up in current inventories, accounts receivable, etc., incidental to the opera- 
tion of such Mexican plant. For many years the Mexican accounts were 
reflected on the head office books on the basis of $2 Mex. to $1 U. S. A. 
Do you consider this proper at a time when Mexican exchange stands at, 
say, $1 Mex. equal to 18c. U. S. A.? Assuming you feel that the situation 
requires adjustment, how would you proceed to correct the American 
balance-sheet ? 


Solution—Under normal conditions where the rate of exchange between 
two countries on a gold basis (as in the case of the United States and 
Mexico) fluctuates very little, a fixed par of exchange may be used for 
the conversion of values arising out of ordinary commercial transactions. 
But when an unusual condition exists, as in the case stated in this ques- 
tion, and the currency of one country has depreciated materially because 
of causes other than the normal variation in the balance of trade with 
resulting fluctuation in rates for bills of exchange, the fixed par of 
exchange cannot be used for all conversions. 

Capital assets should be shown at their actual cost in United States 
currency. Since the question says that the plant was purchased many years 
ago, it was undoubtedly placed on the books in Mexican money at a value 
determined by using the rate $2 Mex. to $1 U. S. A. In restating in 
U. S. money the values shown in the present balance-sheet in Mexican 
money, the fixed assets should be converted at the fixed par of exchange— 
$2 Mex. to $1 U. S. A. is close enough to the fixed par to be substantially 
accurate. If the fixed assets should be converted at the current rate of 
$1 Mex to 18c. U. S. A., the effect would be an unwarranted writing down 
of fixed assets due to causes extraneous to the operations of the business, 


145 














The Journal of Accountancy 


which is contrary to proper accounting principles. To illustrate, ignoring 
the question of depreciation, if the plant cost $1,000,000 U. S. A., it would 
have been placed on the Mexican books at 


$1,000,000 U. S. A. & 2 = $2,000,000 Mex. 


converting at the current rate: 
$2,000,000 Mex. K .18 = $360,000 U. S. A. 


with the following result: 





Cost, $1,000,000 U. S. A. 
Value, converted at 1 = .18, 360,000 U. S. A. 
Decrease due to exchange 640,000 


There is no reason for assuming this loss, since it is not the purpose 
of a going concern to realize its fixed assets at the current rate. 

On the other hand all current assets and liabilities should be converted 
at the current rate of exchange because they are continually in process 
of realization and liquidation. In this process the prevailing rate of 
exchange will determine values. A low value in the foreign coinage will 
be unfavorable in the valuation of assets. One dollar U. S. A. invested 
in materials would be valued at $2 Mex., at the fixed par. To avoid the 
element of profit, assume that these materials were sold at cost—an account 
receivable of $2 would be obtained—if settled at the prevailing rate, this 
account would realize only 36c. U.S. A. Since current assets are normally 
realized at current rates, they should, in restating the balance-sheet, be 
converted at current rates. 

Similarly, in restating current liabilities, the current rate should be 
employed. One dollar U. S. A. at fixed par will equal $2 Mex.; but $1 
U. S. A. can now be sent to Mexico and produce $5.555 Mex. Thus a low 
value of foreign coinage is favorable in the case of liabilities which may 
be liquidated currently. 

Assuming that the current assets exceed the current liabilities, which 
is probable since a working capital is desirable, the debits to exchange 
resulting from the restatement of the assets would exceed the credits to 
exchange resulting from restating the liabilities. If the debasement of the 
foreign coinage is temporary, this debit of exchange to surplus may be 
deferred. Otherwise it should be taken up by a charge to income, if the 
drop in exchange occurred during the current period, or to surplus if it 
occurred during a prior period. 


8. Define—Deficiency account, amortization, consolidated balance-sheet, 
depreciation, contingent liability and controlling account. 

Solution—A deficiency account is an account relative to a statement of 
affairs, showing the causes for the prospective deficiency in the payments 
to the unsecured creditors of an insolvent concern. Being charged with 
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prospective shrinkages in realization and credited with prospective increases 
in realization, the debit balance at this point is the net prospective loss 
on realization. It is further debited with drawings of partners, as an 
added cause of inability to make settlement in full. After crediting the 
account with the partners’ capitals, or the capital and surplus of a cor- 
poration, the balance is the estimated deficiency to creditors. 

Amortization is the disposition in periodical amounts of a liability, an 
income or an expense. Thus, a bond issue is amortized by periodical con- 
tributions to a sinking fund. Bond discount, bond premium and leaseholds 
are amortized by periodical debits or credits to income. 

A consolidated balance-sheet is a statement showing the financial con- 
dition of a group of related companies, the concerted control of which is 
due to inter-company stock ownership. All inter-company stock holdings 
and current accounts, showing relations among the companies, are elim- 
inated so that the statement shows the relation of the constituent companies 
to the outside world. 

Depreciation is that inevitable lessening in value which is inherent in 
any fixed asset, caused by wear and tear and gradual obsolescence. 

A contingent liability is one which is not at present a claim against 
the assets, but may become so through the action or default of some third 
party. 

A controlling account is an account on the general ledger so kept as 
to show exactly in gross debits, credits and balances of a set of accounts 
kept in detail in a subsidiary ledger or register. 





9. The prospective purchaser of a business employs you to examine 
the accounts. What important facts should you give your client in such 
a case? 


Solution.—A prospective purchaser of a business desires information 

regarding its 
a. assets, 
b. liabilities, 
c. earnings. 

a. The auditor should therefore see that the assets shown on the 
balance-sheet are the property of the prospective vendor, free of undis- 
closed encumbrances and properly valued. 

b. He should see that all debts, including accrued and contingent 
liabilities are reported. 

c. In his report as to earnings it would be desirable to show: 


Verification of earnings, to prevent fraudulent overstatement; 

Earnings of several periods, with recurrence of good and poor 
years, or steady increase or decrease in profit; 

Analysis of earnings, to disclose extraneous items improbable 
of repetition, or earnings derived from assets not to be 
purchased ; 
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Any causes, inherent in the business, which may result in a 
decrease of profits, as a decline in demand or the prospect 
of adverse legislation, or added competition; 

Gross profits, as the purchaser may be able by efficient man- 
agement materially to reduce expenses; 

Turnover, because frequent turnover improves the standing 
of a business for credit purposes; 

Analysis of expenses, to see that no improper curtailment of 
expense has been made at the close of the period for the 
purpose of inflating the apparent profits; 

Probable increases in expenses, as a prospective rise in rent 
due to the imminent expiration of a lease or excessive 
repairs about to be required; 

Whether adequate provision has been made for depreciation, 
as inadequate provision would overstate former profit; 
Whether excessive profits have been made by the purchase of 

raw materials on a rising market. 


In general, he should inquire into the reasons for selling, he should 
see that the working capital is adequate and that no serious disarrange- 
ment of the personnel of the organization will result from the sale, with 
a consequent reduction of profits. 





AUDITING 


1. You are required to make a detailed audit for three years ending 
October 31, 1917. You find a disbursement for “Rent, October, 1914, 
$1,000.00” on November 6, 1914. You are told the receipt is missing and 
the duplicate cannot be obtained. You are shown as a voucher a cheque 
dated November 6, 1914, payable to the landlord or order for $1,000.00, 
endorsed with a rubber stamp and marked by the client’s bankers “paid.” 

State with your reasons whether you would accept this as sufficient 
evidence that the payment was made as recorded and, if not, what course 
you would adopt. 


Solution.—I should first require an unquestionably valid reason why a 
duplicate receipt could not be obtained. It will be noted that while the 
cheque purports to have been made and paid during the first of the thirty- 
six months covered by the audit, it was in settlement of rent for a month 
immediately prior to those covered by the audit. The regular routine of 
checking the receipts and the cheques against the cashbook for the entire 
period would disclose whether or not subsequent rent had been paid; and 
it should be noted whether the receipts in each case acknowledged the 
payments for the rent of the months indicated by the cashbook entries or 
whether the receipts indicated that the rent was continuously one month 
in arrears. 

I should go back at least three months prior to October, 1914, verifying 
the cheques and receipts for the rent for those months. The verification 
of payments subsequent to and prior to October, 1914, would indicate that 
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the cheque purporting to have been drawn on November 6, 1914, was, if 
valid, applicable to the month indicated. I should examine all other cheques 
paid to this landlord, noting the method of endorsement, to see whether 
the cheque in question had apparently followed the procedure common to 
others of its kind. Inquiries should also be made to disclose any con- 
troversy or possible litigation. If the procedure discussed above disclosed 
irregularity or left grounds for uncertainty, I should communicate with 
the landlord. 





2. How would you proceed in a cash audit of a club or fraternal order 
to ascertain whether the treasurer had charged himself with all dues paid 
by members to him? 


Solution.—The auditor should base his investigation of the payments 
of dues on the membership register. To assure himself that the register 
is correct, the auditor may compare it with the list of members at the 
time of the last audit, referring to the minutes, which will show the names 
of new members and the names of those whose membership has been dis- 
continued during the period for one cause or another. The cash records 
of dues collected can then be checked against the membership list ; apparent 
delinquencies can be compared with the authorized delinquent list and, if 
desirable, may be verified by communication. 


3. You receive the following letter: 


“We have never had our books audited, but are contemplating an audit 
now. Two of our friends have recommended you to us. Both have 
businesses similar to ours, but their advices as to the time required are 
very different. Do you carry out different kinds of audits? If so, what 
are the different kinds and in what circumstances do you recommend one 
kind and when another? 

Write a reply. 


Solution.— 


“Gentlemen : 

“We are prepared to submit the records of our clients to either a 
balance-sheet audit or a detailed audit. Before making a recommendation 
as to which would be the more desirable for you, we should like to have 
an opportunity to investigate the methods of internal check which prevail 
in your office for safeguarding the routine records of your business against 
carelessness and dishonesty. 

“We hold to the opinion that what is known as a cash audit is inade- 
quate and unsatisfactory. While the detection of a defalcation or the 
assurance that none has occurred is of importance to a client, it must be 
remembered that cash is only one of the assets of a business, that the 
transactions affecting cash have a reciprocal effect upon other elements 
of the business, that these other elements of assets, liabilities and operating 
cost and income should also be subjected to verification, and that even an 
audit of the cash cannot satisfactorily be made without including these 
other elements in the investigation. 
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“Before certifying to the statements of a client, an auditor should 
assure himself that the transactions of the accounting period under review 
have been recorded without fraud or undue carelessness and in accord- 
ance with correct accounting principles, so that the progress made by the 
operations of the period and the financial condition at the end of the 
period shall be stated with as much correctness as possible. If a good 
system of internal check prevails in your organization, so that the work 
of one employee is verified and approved by another, it will probably be 
possible to rely on this internal check to some extent as a guarantee of 
routine accuracy. In such a case a balance-sheet audit will be sufficient. 
This class of audit involves a verification of the existence, ownership and 
proper valuation of the assets; it attempts to ascertain whether all of 
the liabilities of the business are shown on its books and whether they 
have been properly incurred; and it includes such an investigation of the 
records of operations as will assure the auditor that the profits have been 
stated with all possible accuracy. 

“Where an adequate system of internal check does not prevail, a 
detailed audit will be desirable. This will require more time, as it will 
involve, in addition to the work indicated above, more minute tests and 
scrutiny of the original entries for all routine transactions. If you desire 
it, we should be glad to have a conference with you, when we can discuss 
the conditions prevailing in your organization, which would determine the 
class of audit desirable. - 
“Yours very truly,” 





4. What different classes of obligations and liabilities should be dis- 
closed in an audit for credit purposes? How would you verify those 
recorded on the books and how would you try to discover any not so 
recorded? 


Solution—A person who is considering the advisability of advancing 
cash on a loan or extending credit for the sale of goods is particularly 
interested in knowing the amount of the current liabilities so that he can 
judge the adequacy of the current assets in providing for them. Although 
the fixed liabilities are of secondary importance in such an investigation, 
it would be desirable to examine the maturity of these obligations in order 
to see whether any of them are payable in the immediate future and hence 
have practically lost their characteristic of fixedness and have become 
current. In examining the current liabilities it is desirable to see whether 
or not any of them are long overdue. Also there may be deferred purchase 
money obligations which would be classed as fixed assets, but require 
periodical payments, the amounts of which are essentially current liabilities. 

In verifying the accounts payable it would be desirable if possible to 
examine the incoming mail. The statements received from creditors should 
be compared with the accounts, and the receiving records should be investi- 
gated to see that all goods which have been received have been put through 
the books with proper credit to the accounts payable. Dating forward is 
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a custom in some kinds of business, and if there is a possibility that the 
existence of obligations of this sort is unrecorded, an examination of 
orders and contracts should be made to detect them. 

The suppression of liabilities on notes payable is more common and 
more difficult to detect. The source of funds purporting to have been 
advanced by partners or officers should be investigated, as such money may 
have been obtained on the concern’s own notes and passed to the credit 
of an individual account as a mode of concealment; or a corporation may 
have endorsed the paper of its officers, which has passed into the hands 
of parties who may be able to force collection against the company. All 
charges to interest should be investigated to see that such charges are 
applicable to recorded liabilities. 

If goods are received to be sold on consignment, the records of these 
consignments should be scrutinized to see that no goods have been sold 
without recording a liability in favor of the consignor. 

Accrued liabilities, such as wages, taxes, rent, interest, etc., should be 
verified, since it is a prevalent error to offset such items against deferred 
charges and accrued accounts receivable. 

The minute book should be read with the idea of discovering any con- 
tingent liabilities in the nature of contracts and pending litigation, and also 
to discover if any dividends have been declared which have not been 
recorded as liabilities. When requesting the banks with which the concern 
under audit makes deposits and negotiates loans for a list of the obliga- 
tions on notes payable, a request should also be made for a list of the 
concern’s notes receivable discounted with them. 





5. You are employed to install a system for a large business which 
your clients have acquired. Your recommendations are adopted at the 
beginning of a fiscal year. At the close of the year you are elected by 
the stockholders to audit the accounts for the year. 

State what procedure you would follow in examining the charges to 
property accouiits, and the objects of the various steps in that procedure. 


Solution.—Since the system was installed by the auditor, it is assumed 


' that the property accounts have been classified in sufficient detail to permit 


charging into separate accounts the various elements of property which 
differ in nature. Since the client obtained the business as a going concern, 
the first charges to the property accounts would be for the fixed assets 
acquired in the purchase. If the business was acquired on a lump sum 
valuation it might be difficult to verify the propriety of the charges initially 
made to the property accounts in respect of their proportion of the total 
cost of the business. Charges made during the year on account of expen- 
ditures for property should be analyzed to distinguish between capital 
and revenue expenditures; but it should be borne in mind that items which 
might be classed as revenue expenditures if the client had owned the 
property from the time of its construction would perhaps be properly 
classed as capital expenditures in this case, because of the possibility of 
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the plant’s having been acquired in a more or less depreciated condition— 
in which case extraordinary repairs may have been made which have given 
the plant a greater value than it possessed at the date of acquisition. 

Where expenditures have been made under contract, the authorization 
of the board of directors should be examined to determine the nature of 
the work. This investigation should be supplemented by an examination 
of the architect’s certificates. 

Where any charges have been made which represent construction done 
by the concern itself, an investigation should be made of the payroll distri- 
bution to determine that only proper labor charges have been included; 
material requisitions should be examined with a similar idea in mind; and 
the cost sheets should indicate whether or not a proper proportion of the 
manufacturing expense has been allocated to the cost of construction. If 
the clients are attempting to inflate the value of their fixed assets by 
writing into them an unrealized profit on their own construction, the 
difference between a saving and a profit should be explained in support of 
the auditor’s position that the property should be written down to its 
actual cost. 

Depreciation is ignored because the question is limited to property 
charges. 





6. What are the essentials of an audit certificate in an audit for credit 
purposes? ; 


Solution.—While the certificate itself should be as concise and unqual- 
ified as possible, the report and statement included therewith should contain 
a thoroughly classified balance-sheet, a profit and loss statement and a 
surplus statement. 

The current assets should be minutely classified. Accounts receivable, 
for instance, should show separately the amount of trade accounts receiv- 
able on usual terms and what these terms are, past due accounts receiv- 
able, amounts due from officers, directors, stockholders and employees, 
amounts due from subsidiary or related concerns. A similar analysis 
should be made of the notes receivable. It should be seen that no consign- 
ment accounts are included in the accounts receivable, that branch accounts 
are analyzed to show the various elements which comprise the balance 
instead of being included as accounts receivable; and a statement should 
be made showing any of these items which have been pledged or assigned. 

The inventory should be classified as to finished goods, goods in 
process, raw material and supplies. The auditor should see that the goods 
have been properly priced, that consigned goods have been correctly 
shown and that adequate provision has been made for any obsolete mer- 
chandise. The report should also show to what extent existing liabilities 
have been secured, and what unpledged assets—whether current, fixed or 
investments—remain which could be available as security. 

A detailed and verified list of the notes and accounts payable should 
show obligations for purchases, notes negotiated to banks with the line 
of credit extended by each, and notes disposed of otherwise. The report 
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should also show whether adequate insurance is carried, in what seasons 
of the year liabilities reach their maximum and minimum and all discover- 
able contingent and accrued liabilities. Accompanying the statement of 
profits there should be such an analysis of the turnover as will indicate 
when funds will normally be available for the payment of current 
liabilities. 

7. How far are the duties of an accountant auditing the books of a 
company affected by the character and extent of the company’s system of 
internal check? 

Solution —When a thorough system of internal check prevails the work 
of each employee is so related with that of another that a continuous 
internal audit exists to safeguard the receipt and payment of cash, pur- 
chases and sales, the charges and credits to customers’ accounts, the col- 
lections, the payrolls, etc., making the detailed audit of these items on the 
part of the public accountant unnecessary. 





8. In auditing the accounts of a trustee under a will, what special 
matters require to be dealt with which do not arise in the audit of a 
business concern? 

Solution.—In addition to many points which would arise in the audit 
of the accounts of a trustee under a will, as well as in the audit of a 
business concern, the auditor should begin his work with a careful study 
of the will to see that the trustee has proceeded in accordance with the 
provision thereof. He should then compare a certified copy of the inven- 
tory with the trustee’s books, to see that the opening entries have been 
made in accordance with the certified inventory. Newly discovered assets 
or liabilities would also require consideration. The verification of dis- 
bursements and of the collection and accrual of income would vary but 
little from the procedure in an ordinary business house audit. 

The auditor should see that trustee’s charges for commission are 
in accordance with the provisions of the law or of the will, if the latter 
makes any stipulations in this matter and if the appointment of the trustee 
was made under conditions which bind him by these provisions. Where 
the law stipulates the classes of investments which may be acquired for 
the trust, the auditor should see that the acquired investments are legiti- 
mate. One of the most important matters for consideration is the proper 
apportionment between principal and income, particularly in case there is 
both a life-tenant and a remainderman, 





9. Prepare a bank reconciliation showing at least three different classes 
of items constituting the difference between the figures being reconciled 
and state how far you would investigate such items in a cash audit. 

Solution—The following reconciliation is based on the assumption 
that the bank account is carried in the cashbook, all receipts being con- 
sidered as deposited on the day received and hence carried at once into 
the bank column. This comment explains the December Ist deposit, which 
had been charged to the bank on November 30th, presumably too late 
for deposit on that day. 
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BANK RECONCILIATION 
November 30, 1917 








Balance per cashbook $3,650.75 
Add: 
Cheques outstanding : 
November 27 No. 2167 42.80 
November 29 No. 2173 7.90 50.70 
Collection: J. B. Stewart note 200.00 250.70 
3,901.45 
Deduct : 
Deposit December 1 471.60 
Collection fee, Stewart note 25 471.85 
Balance per bank statement 3,429.60 


After checking the vouchers and cheques against the cashbook any 
unpaid cheques would appear as open items. Such cheques, shown to be 
outstanding, should be of an amount requisite to bring the figures into 
reconciliation. Probably the audit would take place some time after 
November 30th, and cheques outstanding at that date would have been 
paid prior to the audit and their amount thus verified. — 

The collection would be verified by comparison with the amount of the 
paper left for collection, and the collection fee would be accepted from 
the evidence of the bank statement. 

When the auditor requests the bank for a certified statement of the 
balance at November 30th, he should also inquire whether items shown 
as debits to bank at November 30th and as deposits of December Ist have 
been received. The reconciliation might also involve interest on daily 
balances and cheques returned on account of insufficient funds, improper 
signatures or other causes. 





10. A company has insured the life of its president for its own benefit, 
and is carrying the amount of premiums paid in its balance-sheet. What 
position would you as auditor take in regard to these premiums? 


Solution—The corporation is in error. It should carry as an asset 
only the cash surrender value of the policy at the date of the balance- 
sheet. The premium on a life insurance policy comprises two elements: 
the increase in the cash surrender value and the expense of carrying the 
insurance. The first element should be charged to an asset account repre- 
senting the cash surrender value; and the second element should be 
charged to a nominal account. It should be borne in mind that the increase 
in the cash surrender value takes place at the end of the year, although 
the premiums are payable in advance. Hence when each premium is paid, 
the account representing the cash surrender value should be raised to the 
amount available at that time, and not to the amount which will be avail- 
able at the exporation of a year as the result of the premium just paid. 
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American Association of University Instructors in 


Accounting 


At the annual meeting of the American Economic Association, held in 
Washington in December, 1915, a small group of accounting instructors 
from a few of the universities decided to form a national association. Such 
an association, The American Association of University Instructors in Ac- 
counting, was formally organized at Columbus, Ohio, on December 28, 1916. 


The purposes of the association, as stated in the constitution, are as 
follows: 

a. To advance the cause of instruction in accounting. 

b. To offer an opportunity for the discussion of subjects of interest 
in the fields of accounting and accounting instruction. 

c. To promote more intimate and cordial relations among instructors 
in accounting. 

d. To institute plans tending toward the standardization of account- 
ing courses in institutions of university grade. 

e. To formulate a policy with regard to transfers of students of 
accounting from one institution to another. 


At this first annual meeting instructors were in attendance from twenty 
universities in fifteen states of the union. Professor John R. Wildman, of 
New York University, was elected the first president of the association. 


The second annual meeting was held in Philadelphia, December 27 and 
28, 1917, and the report of the secretary showed that eighty accounting 
instructors in the following universities were enrolled as members: Boston 
University, Columbia University, Cornell University, Dartmouth College, 
DePaul University, Duquesne University, Ellsworth College, Georgia School 
of Technology, Harvard University, Marquette University, Massachusetts 
Institute of Technology, Miami University, New York University, North- 
western University, Ohio State University, Ohio University, Oregon Agri- 
cultural College, Princeton University, Saskatchewan University, South- 
western University, Toledo University, University of California, University 
of Chicago, University of Cincinnati, University of Denver, University of 
Illinois, University of Michigan, University of Minnesota, University of 
Montana, University of Pittsburgh, University of Texas, University of Ver- 
mont, University of Washington, University of Wisconsin, Upper Iowa 
University, Yale University, and Brigham Young University. 

The papers and committee reports presented at the last meeting are evi- 
dence of the work which the association is accomplishing. Every university 
instructor in accounting in the country is urged to join this organization 
and arrange to attend the annual meeting. Practising accountants and 
other persons interested in instruction in accounting may become associate 
members. 
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The officers of the association for the year 1918 are as follows: presi- 
dent, F. H. Elwell, University of Wisconsin; vice-presidents, E. A. Saliers, 
Yale University ; H. R. Hatfield, University of California, and C. F. Ritten- 
house, Boston University ; secretary-treasurer, H. T. Scovill, University of 
Illinois. 

The officers express the belief that great good may be accomplished 
through close co-operation with professional accountant societies—local, 
state and national—and hope that during the coming year such co-operation 
may become a reality. 





Illinois Society of Certified Public Accountants 


At the annual meeting of the Illinois Society of Certified Public Ac- 
countants, held in Chicago, the following officers were elected: president, 
Francis R. Roberts; vice-president, W. P. Bickett; secretary and treasurer, 
R. W. Martin; directors, C. R. Whitworth, Harry Boyack, W. H. Cullen and 
Thos. Drever. 





Chester A. Jordan and Harold C. Jordan announce that hereafter the 
practice which has been conducted under the corporate name of John O. 
Rice Audit Company will be carried on as a partnership, under the name 
of Jordan & Jordan. The offices remain at Fidelity building, Portland, 
Maine. 





Archie M. Smith and Joseph J. Skinner, certified public accountants, 
and members of the American Institute of Accountants, announce that 
they have formed a partnership under the firm name of Smith & Skinner, 
with offices at 1001 Hibernia building, New Orleans, Louisiana. 





It is announced that Harry Hough, member of the American Institute 
of Accountants, has withdrawn from the firm of Lovejoy, Mather, Hough 
& Stagg, to accept a position with the B. F. Goodrich Company of Akron, 
Ohio. 





Lybrand, Ross Bros. & Montgomery announce that on and after Janu- 
ary 1, 1918, H. Hilton Dumbrille, Albra W. Sharp, John Hood, Jr., Walter 
S. Gee, and Thomas G. B. Henderson will have an interest in the firm. 





George Lyall and Albert H. Rollins announce the formation of a part- 
nership, under the firm name of George Lyall & Co., with offices at 79 Milk 
Street, Boston, Massachusetts. 





Davies and Nield, 103 Park avenue, New York, announce that Allan 
Davies has been admitted to the firm, as of February 1, 1918. 
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Book Review 


INCOME TAX PROCEDURE, 1918, by Rospertr H. Montcomery, The 
Ronald Press Co., New York. $4.00. 


Since Mr. Montgomery’s earlier book, Income Tax Procedure, 1917, was 
produced, momentous changes have occurred in the scheme of taxation 
under which the industrial and financial activities of the country are car- 
ried forward. 

The first excess profits tax law of March 3, 1917, and the act of October 
3, 1917, embodying the war income tax, the war excess profits tax measures 
and the amendments to the law of September 8, 1916, have all been enacted 
since that volume appeared, and the time is approaching when, for all indi- 
viduals and for a very large proportion of corporations and firms, the 
problem of making returns under the various laws in force will require to 
be faced. The new volume, dealing with the questions which will arise in 
1918 under the changed conditions, therefore meets an immediate need. 


Mr. Montgomery is to be congratulated upon the many points of im- 
provement in the new volume as compared with the former. The more 
numerous references to the text of the law by section and clause, the sum- 
marizing in certain sections of the book of information more fully dis- 
cussed elsewhere under its appropriate caption, and the inclusion of the 
text of the various laws, paragraphed with bold side-headings, all are 
features which materially enhance the value of the book. 


One handicap under which the author has labored is mentioned in the 
preface. Congress enacts the revenue laws, but the treasury department 
interprets them and prescribes the forms in which returns shall be made. 
As to the latest laws, few regulations have been as yet issued, and Mr. 
Montgomery states that he has had before him the decisions up to January 
12, 1918, only. The fact that the regulations are even yet not available, that 
so far the only form issued is that for the return of income in excess of 
$3,000, is in itself sufficient evidence of the difficulties with which the 
administration of the law is beset and of the necessity to professional men 
and taxpayers of a full discussion not merely of the text of the laws but of 
the principles upon which a sound interpretation of therh should be based. 
Such a discussion will be found in the present book and if, as to the inter- 
pretation of the more recently enacted laws, Mr. Montgomery is to a large 
extent expressing his own opinion, that opinion is one which carries consid- 
erable weight. Furthermore, the condition is fully met by the provision 
made under which purchasers of the book are enabled to receive, in 
pamphlet form, the treasury rulings which it is expected will be forth- 
coming at an early date, with Mr. Montgomery’s comments upon them. 


The chapter of the book to which one naturally turns first is that dealing 
with the war excess profits tax, to which nearly eighty pages of the book 
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are devoted. This chapter appears to embody everything which was issued 
officially on the subject up to January 14th, and it contains a very compre- 
hensive discussion of the terms of the law and of their probable application. 

Mr. Montgomery takes a hopeful and logical position with regard to the 
treatment of assets acquired by a corporation for a nominal amount of stock, 
the balance being treated as surplus capital. It is to be hoped that the 
construction of the law by the treasury department will coincide with Mr. 
Montgomery’s suggestion, but section 207, which provides that invested 
capital in the case of tangible property paid in prior to January 1, 1914, 
shall in no case exceed the par value of the original stock or shares specifi- 
cally issued therefor, may create considerable difficulty. 


The discussion of the possible interpretations of the law in its relation 
to the valuation of goodwill is rather brief, but the author evidently 
assumes that twenty per cent. of the total capital stock issued will be allowed 
as a valuation, if it can be shown that the actual cash value of the goodwill 
amounted to at least that sum. The law can be read in such a way as to 
cast some doubt upon this, and probably nothing conclusive will be known 
until the regulations are issued. 

The application of section 210 to holding companies and to investment 
companies does not seem to be altogether equitable and it is the writer’s 
opinion that section 209 is the only portion of the law applicable in these 
cases. The question of profits upon the sale of securities may assume con- 
siderable importance and it is hardly possible in this respect to compare one 
holding company or investment company with another. 

The difficulties which will unquestionably be experienced in establishing 
the exact rate of pre-war profit, where the computation is a close one, are 
naturally referred to. It is perhaps permissible to point out that the effect 
of any valuation is strictly limited to 20 per cent. of the variation of the 
percentage, regardless of the scale of tax to which the profits in any 
particular case may reach. Assuming, therefore, that a difference of opinion 
created a variation of the entire 2 per cent. of the range between 7 per cent. 
and 9 per cent., the effect upon the amount of tax paid would not exceed 
4/10ths of 1 per cent. on the invested capital. This is in itself a substantial 
tax, but it probably need not exercise the minds of taxpayers to nearly the 
same extent as variations upon the actual amount of profits reaching the 60 
per cent. tax class. 

Mr. Montgomery records the pious hope held by so many that con- 
solidated statements will be permitted in the case of companies with sub- 
sidiaries wholly or substantially owned. It would appear, however, that it 
is beyond the power of the treasury department to control this by regulation. 

It is an interesting commentary upon the difficulties to be contended with 
in dealing with a law tempered (or otherwise) by interpretations that in 
the section of the book dealing with the excess profits tax law of March 3, 
1917, which was repealed by the law of October 3, 1917, the author quotes 
the ruling of October 27, 1917, that the old law still applies to corporations 
dissolved prior to the passage of the new law “for the reason that the gov- 
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ernment cannot revive a dead corporation ;” and in the chapter dealing with 
returns, rates and payments, a ruling of November 17, 1917, is quoted which 
entirely reverses the earlier ruling referred to and holds that the defunct 
corporation can be revived for tax purposes. Mr. Montgomery will be 
well supported in his dissent from this latter regulation. 


A chapter of the book is devoted to the consideration of the subject of 
stock dividends and the much discussed Towne case is quoted. Mr. Mont- 
gomery is under no misapprehension as to the practical limitation of the 
supreme court decision in this case to the 1913 law and appears to consider 
that the question, even under that law and the decision just handed down, 
turns upon the position at March 1, 1913. 

Mr. Montgomery is, however, a strong proponent of the theory that stock 
dividends as such should be exempt from taxation. One does not like to 
disagree with Mr. Montgomery on a question of this kind. His opinion 
is very apt to be right. Assuming, however, that we are to have an income 
tax, the writer can see no convincing argument against the taxation of 
stock dividends accrued since March 1, 1913, particularly under the appor- 
tionment by years permitted in the new law. As well might the portion of 
profits which a partner leaves as capital in his firm be exempt from taxation. 
As well almost might any profits reinvested by the taxpayer be exempt. 
But since the tax is an income tax and not a personal expenditure tax or 
even a tax upon profits available for personal expenditure, the judg- 
ment of Wall Street that the distribution of a stock dividend represents 
(or used to represent) the “cutting of a melon” should not be altogether 
disregarded. The only injustice suffered is in the case of a recent pur- 
chaser, who buys without realizing that the “melon” has already been fully 
discounted in the price of the stock. 

In dealing with the apportionment of taxation at the rates ruling in the 
years in which the profits were earned, it was hardly expected that an 
author would have such prescience as to follow the lines laid down in the 
new form (1040 revised January, 1918) just issued by the treasury depart- 
ment. The method adopted in the form, however, appears to come closer 
than anything which has been suggested to a literal interpretation of the 
law. 

The breadth and scope of the work place it above and beyond further 
detailed comment. Suffice it to say, in conclusion, that the volume is 
considerably larger and affords a much greater wealth of detail than its 
predecessor ; that it deals with the earlier income tax laws, so far as they are 
still of interest, as well as with the recently enacted law, with the two excess 
profits tax laws and the munition manufacturers’ tax. The index alone 
covers forty-six pages and adds largely to the value of the book. The 
volume is one which will be of the greatest possible assistance to the ac- 
countant, the corporation official and the individual taxpayer. The histor- 
ical references, the comparison with the laws of Great Britain and the gen- 
eral discussion of the basis and theory of taxes generally also will render the 
book of particular interest to the student. H. C. F. 
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Cost Accountants Wanted for Signal Corps 


The United States civil service commission announces an open com- 
petitive examination for expert cost accountants, for men only. Vacancies 
in the accounts section of the finance department of the equipment division 
of the signal corps, war department, for duty in Washington, D. C., or 
in the field, and in positions requiring similar qualifications in other 
branches of the service will be filled from this examination, unless it is 
found in the interest of the service to fill any vacancy by reinstatement, 
transfer or promotion. 

The function of the accounts section of the finance department is to 
determine the cost to the contractors of the equipment manufactured and 
supplied to the government under these contracts and also to maintain 
detailed classifications of these costs for statistical purposes. 

Special consideration is given to men with experience in factories and 
familiar with machine shop or wood-working operations, but in addition 
to the above qualifications these men should be competent to conduct 
general audits, pass upon the adequacy of factory cost systems, and if 
necessary install them. 

Because of the technical qualifications necessary for these positions, a 
special examination has been prepared, under civil service regulations, 
providing for the payment of salaries to accepted applicants ranging from 
$2,400 to $6,000 a year. 

The detail of checking vouchers, payrolls, invoices and the summarizing 
of cost data is handled by civilian employees or enlisted men who must 
have qualifications as first class accounting clerks. 

It is possible for commissions to be issued in rank as high as captain, 
but such commissions are issued mainly to men over the draft age and 
to men subject to selective draft only if they do not fall within class I. 

In the civil service examination there are two grades—grade I, paying 
from $3,600 to $6,000 a year, and grade II, paying from $2,400 to $3,500 
a year. The examinations are open to male accountants only and applicants 
are rated 30 per cent. for education and 70 per cent. for experience. The 
rating is not based upon an actual examination, but upon the information 
relating to education and experience as disclosed by the application blanks 
provided by the civil service commission for that purpose. Statements 
regarding education and experience are accepted subject to verification. 

It is suggested to persons interested that they communicate with Major 
Dean Langmuir, officer in charge of accounts section, finance department, 
signal corps, 119 D street, N. E., Washington, D. C., for full information. 
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